03055850

(; \ |

)
BN D (CE 2510 S
Simple Truths
—
|
\\
\\
\
A
\\
4

impac Mortgage Holdings, Inc.
2002 Annual Report




Forward Looking Statements
= The matters discussed in this annval report to shareholders contains certain forward-looking
statements within the meaning of Section 27A of the Securities Act of 1933 and Section 21E of
the Sveurities Exchange Act of 1934, Forward-looking statements, some of which are based on

various assumptions and events that are bevond our control, may be identitied by reterence to a
future period

or pef;(}d: ot b} E!l[‘ use Uf FUI'\\'dflJ'lUU‘Killg [erlu;nulu&\,’, suCll as H!nu:\",. "‘V;HY”
i “haliewe,” "expect,” "plan” “antici

sinue,” or similar ferms or variations on those torms

or the negative of those rerms, Actual results could differ mararially from those ser forth in
forward-laoking statements. including. among other things. faiture to achieve projected earning
levels, the timely and successful implementation of strategic initiarives, the ability to generate

sufbicient hguidity, interest rate Nuctuations oo our assets that ditfer from those on our labilires,

increase in prepayment rates on cur mortgage assets, changes in assumptions regarding estimated
loan losses or interest rates, the availubility of financing and, it available, the terms of any
 financing, changes in estimations of acquisition and origination and resale pricing of mortgages,
S changes in markets which we serve, including the market for Alt-A and fixed rate morgages,
the inability to originate multitamily or sub-prime mortgages, changes in general market and

cconomic conditions and other fuctors described in this annual report. For a discussion of the
ks and uncertaingies tha

x sies that could cause actual results to difler from those contpined in the
torward-looking statements see “Risk Factors” and Item 7. “Management’s Discussion and
Analysis of Financiai Condition and Results of Operations” in this annual report. We do not

underake, and specificaily disclaim any obtigatien, to publicly release the results of any revisions
that may be made 10 any forward-looking statements 1o reflect the occurrence of anticipated of

uaunticipate

vents or circumstances after the date of such statements.
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Through the years, we have
discovered a handful of underlying truths
that have always led us to success. We
believe these simple creeds have gleaned
the accomplishments we celebrate today
and will enable us to accomplish even

more tomorrow.
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Don't Paint Yourself into a Corner

e

Impac Mortgage Holdings, Inc. is a mortgage real estate
investment trust (“REIT") that has three core businesses:
the Long-Term Investment Operations, the Mortgage Operations
and the Warehouse Lending Operations. Together, these three
businesses give us the flexibility to identify new opportunities in
our ever-changing market place.




S S R

l/’ /'l

.mulhrri M

}

TR Y
i
ik
v it o PN R e e L L " s . i
e
) s
dmcl




Slow and Steady Always
Wins the Race

At Impac, we believe that success is measured by consistent,
reliable performance over the long-term. Instead of getting distracted
by the promise of quick profits, we have set our sights on building
a strong balance sheet and delivering healthy, sustainable
dividends for years to come.
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Failing to Prepare is Preparing to Fail

We recognize that the market continuously fluctuates.

By mitigating our risks, improving our efficiencies, managing our
costs and building long-lasting, value-added relationships with
our customers, we are ensuring that we continue to be positioned
to manage changing market conditions.







You Reap What You Sow
e

The more strategic thought and innovations we build into our
businesses, the more products and services we can offer our cus-
tomers. Impac is continually examining and refining its businesses so
that we can predict and meet our customers’ changing demands.
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When Everyone Thinks Alike,
No One Thinks Very Much

O

At Impac, we have a management structure that supports the
practice of “self-thinking” No one person makes all the decisions;
it is a combined effort. Everyone is free to speak their mind. Our

employees have the authority to make decisions and take ownership
of their actions. This practice allows Impac to deliver creative
solutions along with the best service in the industry.




These simple truths, backed by our
expertise, experience, insight and common
sense, keep Impac focused and successful.
Adhering to them through heady markets

has helped us grow and mature. And
these same ideals will keep us on track

for years to come.
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To OUR SHAREHOLDERS,

Our industry has enjoyed

two lucrative years driven by
record low interest rates and a
frenzy of real estate purchases
and refinances. In 2002, Impac
Mortgage Ho]dings, Inc.

(the “Company” or “Impac”)
delivered our most impressive
accomplishments to date. We
reported our tenth consecutive
quarter of profitability and
growth. We increased our net
earnings, taxable income and
return on equity by more than
50 percent each and nearly
doubled the Company’s market
cap to $521 million at year’s end
from $270 million a year earlier.

As a company, we measure our
success in our dividends and
vield, just as you, our sharehold-
ers, do. In 2002, we significantly
increased our declared dividends
to $1.76 per share, for an annual
yield of 17 percent. That mark
places us among the highest
yielding in our peer group, and
we believe that consistent divi-
dends will lead to long-term

stock appreciation.

CONSISTENT PERFORMANCE

A key measure of our success is
our ability to maintain the con-
sistency and reliability of our
income, regardless of interest
rate cycles. Therefore, recogniz-
ing that the current market
conditions may not last, we
resisted the temptation to pursue
short-term profits at the expense
of future earnings. Instead, we
adhered to and strengthened

the business model we have
designed for long-term stability
and growth. The proven tenets
of our model are to diversify

our business, mitigate our risks,
improve our efficiencies, manage
our costs and sustain long-term,
value-added relationships with

our customers.

BUSINESS DIVERSIFICATION
We continue to build on three
core businesses that are synergis-
tic yet also balance one another
through changing interest rate
cycles. They include the Long-
Term Investment Operations
which earns spread income from

investing primarily in Alt-A




residential mortgage loans
generated by our Mortgage
Operations. The Mortgage
Operations, the nation’s fourth’
largest acquirer and originator
of Alt-A mortgage loans, prima-
rily earns revenues from sale of
loans to third party investors.
And the Warehouse Lending
Operations, the 13th’ largest in
the nation, provides short-term
financing of mortgage loans and
earns fees and spread income on’
the difference between our cost
of capital and interest earned
between their closing and their

settlement with the final investor.

During this period of record
loan volumes, the Company
rather than selling loans at our
Mortgage Operations for short-
term cash gains has focused on
building its balance sheet for
more long-term earnings.

At year’s end, total mortgage
assets increased 133 percent to
$6.3 billion as compared to $2.7
billion a year ago. Income gener-
ated from the balance sheet
accounted for about 80 percent

Y National Mortgage News, December 31, 2002

of the net earnings of our
Company. These contributions
decrease our dependence on
Mortgage Operations earnings,
which are generally more sensi-

tive to changes in interest rates.

Furthermore, to bring addi-
tional diversification the
Company recently added two
new businesses. The first was
Novelle Financial Services Inc.
(“Novelle”) which began its
operations during the fall of
2001. This wholly owned
subsidiary of the Mortgage
Operations originates sub-prime
residential mortgages through a
network of nationwide wholesale
brokers and subsequently sells
its loans to non-affiliated third-
party investors for cash gains.
Last year Novelle originated just
over $400 million in subprime
mortgages and contributed after
tax earnings of $1.7 million
which reflected an average
return on our investment of 69
percent. This year we expect to
grow the operations of Novelle
to approximately $700 million

* National Mortgage News, December 31, 2001 (most recent information available)




in subprime mortgages, again
to be sold for cash gains.

Qur other business,

Impac Multifamily Capital
Corporation ("IMCC”) was
formed as a subsidiary of

the Long-Term Investment
Operations to originate prima-
rily multifamily mortgages

with high credit quality, con-
servative loan to value ratios
and adjustable rate mortgages
with balances ranging from
$250,000 to $1.5 million. The
multifamily mortgages provide
greater asset diversification,
with higher interest rate spreads
and substantially longer lives
than residential mortgages.

We expect IMCC to originate in
excess of $300 million in multi-
family mortgages during 2003,
all of which will be retained for

long-term investment.

RiSKk MANAGEMENT
Because most of our earnings
are derived from spread
income earned at our Long-
Term Investment Operations,

a significant risk is an abrupt
change in short-term interest
rates which could cause com-
pression of our margins. To miti-
gate this risk, we use a variety of
financial derivative instruments
as hedges to protect our income.
As a result of these hedges, as
short-term interest rates rise we
expect our margins to remain

relatively stable.

Other threats to consistent,
predictable earnings are defaults
and prepayments of mortgage
loans. Thus, we have strength-
ened our investment portfolio
by acquiring mortgage loans
with high credit profiles and
low effective loan to values
ratios. We invest primarily in
loans with prepayment penalties,
which keeps mortgage assets on
the balance sheet longer, length-
ens amortization of mortgage
acquisition costs and ensures
more predictable future cash
flows. We concentrate on what
we believe to be better perform-
ing purchase versus refinance

transactions, maintain low




average loan balances and invest
in dispersed geographical loca-
tions. Furthermore, we maintain
a conservative loan loss reserve
policy and carry primary mort-
gage insurance on our higher

loan-to-value mortgages.

Beyond safeguards on our
investments, we have reduced
our operating costs by main-
taining centralized operations.
Combining our expertise and
resources in one location
creates innovative synergies
and enables us to scale up or
down and shift our focus as

circumstances warrant.

LONG-TERM VALUE-ADDED
RELATIONSHIPS

Rather than rely on price-driven
relationships, which tend to
dissipate with the rise and fall
of the market, our product
innovations and applications

of technologies have enabled us
to drive down costs, eliminate
errors and ensure faster and
more consistent performance—
all of which help to strengthen

and bind long-term value-added
customer relationships. We
believe that relationship building
should translate into more

sustainable loan volume.

To both manage costs and
establish efficient and long-
lasting customer relationships,
we introduced four new Web-
based systems in 2002. First
was 1IDASLg2 (Impac's Direct
Access System for Lending
Generation2). The system
ensures consistent and objective
evaluation of loan applications
nearly instantaneously. What
sets our system apart is the
user friendly and dynamic Web
interfaces that prompt users with
virtually no training required.
The system’s success 1s perhaps
best evidenced by our largest
customers, who, since its intro-
duction last fall, have commis-
sioned us to private-label the

system for them as well.

The other new systems are
the proprietary pricing module,
(I Price/U Price.), where | is for




Impac and U is for the client
company’s name; the Flier
Design Center, which cus-
tomizes marketing campaigns
for e-mail or faxing; and the
CIS, or Customer Information
System, which tracks all trans-
action information, relationship
history, quality statistics and
account status data between
Impac and our customers. We
use the data to evaluate and
correct inefficiencies in our cus-
tomer service, and customers
access their own files to track
their transactions and loan

level performance records.

STRATEGY AND

OBJECTIVES FOR 2003

Again, we will measure our suc-
cess by our ability to continue to
return reliable dividends to our
shareholders in all types of mar-
ket conditions. Our strategy for
2003 includes the continued
focus on investing in high credit
quality Alt-A residential mort-
gages and maintaining conser-
vative interest rate and credit

risk management.

Growth of the long-term invest-
ment portfolio is expected to be
facilitated by a modest increase
in loan acquisitions and origina-
tion volume at our Mortgage
Operations. We believe that
given the current geopolitical
climate, interest rates should
remain relatively stable for the
remainder of the year. Looking
further down the road, we
believe that we will be ultimately
less affected by a decline in the
refinance market because we
have historically focused on
purchase money transactions.
Furthermore, if historical trends
continue, the Alt-A market as

a percentage of the total mort-
gage origination industry should
grow as borrowers seek alter-
natives to traditional loan
programs. Finally, as the fourth
largest Alt-A lender in the nation,
we are confident that we can
continue to grow market share
by focusing on niche products,
superlor customer service and
innovative technological and
marketing solutions rather than

just the best price.




We are enthusiastic about our
2003 business prospects. Our
business continues to thrive on
our staff’s creativity and pro-
ductivity, and the innovative
corporate culture that supports
them. Since inception, we have
encouraged teamwork and held
to a management structure that
allows for proactive planning
and operational improvements.
Our employees are among the
very best in the industry, and we
believe we are correctly prepar-

ing, motivating, compensating

Sincerely,

Joseph R. Tomkinson

and recognizing each toward
excelling not only in their
respective roles but toward

the entire Company’s success.

On behalf of the executive
management team, we thank
our shareholders and customers,
who have supported us during
our re-building process, and our
employees, who year-after-year
turn challenges into opportuni-
ties. We look forward to sharing
our long-term accomplishments

with you.

Chairman and Chief Executive Officer

Wbl S UL

William S. Ashmore

President and Chief Operating Officer




SELECTED CONSOLIDATED FINANCIAL DATA

(Pollar amounts in thowsands, except per share data)

For the year ended December 31,
2002 2001 2000 1999 1998

Statement of Operations Data:
Net interest income:

Interest income $226,416 $156,615 $147,079 $119458 $ 163,658
Interest expense 144,807 112,012 124,09 89,795 121,695
Net interest income 81,609 44,603 22,983 29,663 41,963
Provision for loan losses 19,848 16,813 18,839 5,647 4,361
Net interest income after
loan loss provision 61,761 27,790 4,144 24,116 37,602
Non-interest income:
Equity in net earnings
(loss) of IFC 17,073 10,912 (1,762) 4,292  (13,876)
Equity in net loss of ICH —_ - — - (998)
Loss on sale of mortgages — — - — 3,111
Gain on sale of securities — 312 — 93 427
Other income 4,509 6,155 4,275 2,617 4,019
Total non-interest income (loss) 21,582 17,379 2,513 6,902 (13,539
Non-interest expense:
General and administrative
and other expenses 7,233 6,261 5,500 4,505 5,081
Write-down on securities
available-for-sale 1,039 2,217 53,576 2,037 14,132
(Gain) loss on disposition of
real estate owned 154 (1,931) 1,814 2,159 1,707
Mark-to-market loss — SFAS 133 — 3,821 — - —
Loss on equity investment of ICH — — — — 9,076
Total non-interest expense 8,426 10,368 60,890 8,701 25,99
Earnings (loss) before extraordinary
item and cumulative effect of
change in accounting principle 74,917 34,801 (64,233) 22,317 (6,933)
Extraordinary item - (1,006) — — —
Cumulative effect of change in
accounting principle — (617) — - —
Net earnings (loss) $ 74917 § 33,178 § (54,233) §$ 22,317 $§ (5,933)
Net earnings (Joss) per share
before extraordinary item and
cumulative effect of change in
accounting principle:
Basic § 18 % 141 § (270) $ 083 $ (0.25
Diluted $ 18 $ 126 % (70) $§ 076 % (025
Net earnings (loss) per share:
Basic $ 18 $ 1343 (2700 $ 083 3 (0.25)
Diluted § 184 § 119 § (270) 076 $§ (0.25)
Dividends declared per share: $ 176-% 069§ 036 5 048 § 146
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PART 1
ITEM 1. BUSINESS

Forward-Looking Statements

This annual report on Form 10-K contains certain forward-looking statements within the meaning of Section 27A

of the Securities Act of 1933 and Section 21E of the Securities Exchange Act of 1934. Forward-looking statements,
some of which are based on various assumptions and events that are beyond our control, may be identified by reference
to a future period or periods or by the use of forward-looking terminology, such as “may,” “will,” “believe,” “expect,”
“plan,” “anticipate,” “continue,” or similar terms or variations on those terms or the negative of those terms. Actual
results could differ materially from those set forth in forward-looking statements, including, among other things, failure
to achieve projected earning levels, the timely and successful implementation of strategic initiatives, the ability to
generate sufficient liquidity, the ablhty to access the capital markets, interest rate fluctuations on our assets that differ
from those on our liabilities, increase in prepayment rates on our mortgage assets, changes in assumptions regarding
estimated loan losses or interest rates, the availability of ﬁnancmg and, if available, the terms of any financing, changes
in estimations of acquisition and origination and resale pricing of mortgages, changes in markets which we serve,
-including the market for Alt-A mortgages, changes in general market and economic conditions and other factors
described in this annual report. For a discussion of the risks and uncertainties that could cause actual results to differ
from those contained in the forward-looking statements see “Risk Factors” and Item 7. “Management’s Discussion and
Analysis of Financial Condition and Results of Operations” in this annual report. We do not undertake, and specifically
disclaim any obligation, to publicly release the results of any revisions that may be made to any forward-looking
statements to reflect the occurrence of anticipated or unanticipated events or circumstances after the date of such
statements.

Available Information

Our Internet website address is www.impaccompanies.com. We make our annual report on Form 10-K, quarterly
reports on Form 10-Q, current reports on Form §8-K and proxy statement for our annual shareholders’ meetings, as well
as any amendments to those reports, available free of charge through our website as soon as reasonably practicable after
we electronically file such material with, or furnish it to, the Securities and Exchange Commission, or “SEC.” You can
learn more about us by reviewing our SEC filings on our website by clicking on “Impac Mortgage Holdings, Inc.”
located on our home page and proceeding to “SEC filings.” The SEC also maintains a website at www.sec.gov that
contains reports, proxy statements and other information regarding SEC registrants, including the Company.

General

Unless the context otherwise requires, the terms “Company,” “we,” “us,” and “our” refer to Impac Mortgage
Holdings, Inc., 2 Maryland corporation incorporated in August 1995, and its subsidiaries, IMH Assets Corp., or “IMH
Assets,” Impac Warehouse Lending Group, Inc., or “IWLG,” Impac Multifamily Capital Corporation, or “IMCC,” and
its affiliate Impac Funding Corporation, or “IFC,” together with its wholly-owned subsidiaries Impac Secured Assets
Corp., or “ISAC,” and Novelle Financial Services, Inc., or “Novelle.” References to Impac Mortgage Holdings, Inc., or
“IMH,” are made to differentiate IMH, the pubhcly traded Company, as a separate entity from IMH Assets, IWLG
IMCC and IFC.

We are a mortgage real estate investment trust, or “REIT.” Together with our subsidiaries and affiliate we are a
nationwide acquirer and originator of non-conforming Alt-A mortgages, or “Alt-A mortgages.” Alt-A mortgages are
primarily first lien mortgages made to borrowers whose credit is generally within typical Fannie Mae and Freddie Mac

guidelines, but have loan characteristics that make them non-conforming under those guidelines. Some of the principal
differences between mortgages purchased by Fannie Mae and Freddie Mac and Alt-A mortgages are as follows:

e credit and income histories of the mortgagor;
¢ documentation required for approval of the mortgagor; and

e applicable loan-to-value ratios.




For instance, mortgages may have higher loan-to-value, or “LLTV,” ratios than allowable under Fannie -Mae or
Freddie Mac guidelines. However, these mortgages that we acquire and originate may include private mortgage
insurance. Furthermore, mortgages may not have certain documentation or verifications that are required by Fannie Mae
and Freddie Mac. Therefore, in making our credit decisions, we are more reliant upon the borrower’s credit score and
the adequacy of the underlying collateral. We believe that Alt-A mortgages provide an attractive net earnings profile by
producing higher yields without commensurately higher credit losses than other types of mortgages. Since 1999 we
have acquired and originated primarily Alt-A mortgages. We also provide warehouse and repurchase financing to
originators of mortgages. Our goal is to generate consistent reliable income for distribution to our stockholders
primarily from earnings generated by our mortgage loan investment portfolio.

We operate three core businesses:

e long-term investment operations;
s mortgage opefations; and

e warehouse lending operations.

The long-term investment operations invest primarily in adjustable and fixed rate Alt-A mortgages that are acquired
and originated by our mortgage operations and small-balance multi-family mortgages originated by IMCC. This
business primarily generates net interest income from its mortgage loan investment portfolio and, to a lesser extent, its
investment securities portfolio. Our investment in Alt-A mortgages and small-balance multi-family mortgages, or
“multi-family mortgages,” is financed with cash flow from the mortgage loan investment portfolio, collateralized
mortgage obligations, or “CMO,” financing, short-term borrowings under reverse repurchase agreements and proceeds
from the sale of capital stock.

The mortgage operations acquire, originate, sell and securitize primarily adjustable and fixed rate Alt-A mortgages.
Our mortgage operations generate income by securitizing and selling loans to permanent investors, including our long-
term investment operations. This business also earns revenue from fees associated with mortgage servicing rights,
master servicing agreements and interest income earned on mortgages held-for-sale. Our mortgage operations use

warehouse facilities provided by the warehouse lending operations to finance the acquisition and origination of

mortgages.

The warehouse lending operations provide short-term financing to mortgage loan originators, including the
mortgage operations, by funding mortgages from their closing date until they are sold to pre-approved investors. This
business earns fees from warehouse transactions as well as net interest income from the difference between its cost of
borrowings and the interest earned on warehouse advances.

Long-Term Investment Operations

The long-term investment operations are conducted by IMH, IMH Assets, a wholly-owned specialty purpose entity
through which the long-term investment operations conducts its CMO borrowings, and IMCC, an originator of multi-
family mortgages. The long-term investment operations invest primarily in Alt-A mortgages, multi-family mortgages
and, to a lesser extent, mortgage-backed securities secured by or representing interests in mortgages. Income is
primarily earned from net interest income received on mortgages and mortgage-backed securities acquired and held for
long-term investment. Mortgages and mortgage-backed securities are financed with borrowings provided from CMOs,

short-term borrowings under reverse repurchase agreements, borrowings secured by mortgage-backed securities and -

capital.

The mortgage operations supports the investment objectives of the long-term investment operations by supplying
mortgages at prices that are comparable to those available through investment bankers and other third parties. We
believe that purchasing mortgages acquired and originated by our mortgage operations affords us a competitive
advantage because of our historical understanding of the underlying credit of these mortgages and the extensive
information on the performance and prepayment patterns of these types of mortgages.



Mortgage Loan Investment Portfolio

We believe that Alt-A mortgages provide an attractive net earnings profile by producing higher yields without
commensurately higher credit risks than other types of mortgages. We primarily acquire non-conforming “A” or “A-”
credit quality mortgages, collectively, Alt-A mortgages. As defined by us, A credit quality mortgages generally have a
credit score of 640 or better and A- credit quality mortgages generally have a credit score of between 600 and 639. Asa
comparison, Fannie Mae and Freddie Mac generally purchase conforming mortgages with credit scores greater than
620. We believe that by improving the overall credit quality of our mortgage investment portfolio we can more
consistently generate a higher level of future cash flow and earnings.

Alt-A mortgages that we acquire for long-term investment are primarily adjustable rate mortgages, or “ARMs,”
hybrid adjustable rate mortgages, or “hybrid ARMSs,” and, to a lesser extent, fixed rate mortgages, or “FRMs.” ARMs
are generally fully amortizing mortgages with maturity periods ranging from 15 to 30 years. The interest rate on ARMs
are typically tied to an index, such as the six-month London Interbank Offered Rate, or “LIBOR,” plus a spread and
adjust periodically, subject to lifetime interest rate caps and periodic interest rate and payment caps. The initial interest
rates on ARMs are typically lower than the average comparable fixed rate mortgage but may be higher than average
. comparable FRMs over the life of the mortgage. Hybrid ARMs are generally fully amortizing mortgages with maturity
periods ranging from 15 to 30 years with initial fixed interest rate periods generally ranging from two to five years,
which subsequently adjust to ARMs. FRMs are generally fully amortizing mortgages with maturity periods ranging
from 15 to 30 years.

The majority of mortgages acquired by the long-term investment operations have prepayment penalty features that
have prepayment penalty periods ranging from two to five years. During 2002 the long-term investment operations
acquired from the mortgage operations $3.9 billion in principal balance of primarily adjustable and fixed rate Alt-A
mortgages for long-term investment. The acquisition and retention of Alt-A and origination of multi-family mortgages
increased CMO collateral to $5.2 billion at year-end 2002. :

The following table presents selected information about mortgages held as CMO collateral for the periods
indicated: o

As of December 31,

) 2002 2001 2000
PErCent A-A MOTTZAZES ...vvuruerverieerenerersesesssssesianssssssessesssessssssesessssssenes 99 95 90
Percent ARMs .........cccevunvene vttt bbbt e e a bbb sttt e e ann . 85 87 65
Percent hybrid ARMS .......cooiuiieeucernn s e ssssssssss s ssesesssens 35 68 65
Weighted average months until hybrid ARMs interest rate adjustment .... 14 15 16
Weighted average COUPON ......covveerereeeieiiecieececreeee st rv s vis s 6.57 7.92 9.33
Weighted average margin.......cccoccevevvieivnrnreniiriicienensresrcsrnenssaesssssesessenns 3.01 3.42 4.15
Weighted average original LTV ....c.cccoovviinviinninvnrenesseesensessseevesesesonas ‘82 83 85
Weighted average original credit SCOTE .......cocovevecvivicviniiccieeceeeeenn 683 678 675
Percent with active prepayment penalty ..........occeevverecennsereereveneennseeenns 76 . 54 - 36
Weighted average months until prepayment penalty expiration................ 23 22 27
Prior 12-month prepayment rate........ceeeererrreeereierereseesiesseesisssssssssessons 25 34 25
Lifetime prepayment rate .........ocovevieeeieenrnenernnerssnsesenessesereeseeseneess 33 34 31
Percent of mortgages in California.......c.c.tvoveereveirvcccineeceeeceennas 63 63 53
Percent purchase tranSactions......co.ceceveercrsvrrrererirsrererenscorervrunns rerennene e 62 70 74
Percent OWNETr OCCUPIEA. ....cc..iuevervrerccnrriereerrteetee st esesseese e e sae s ese s 93 94 96

PErcent firSt LIEM......ovrvurerercrerreresernescrnssenesrsessssssssssssssssasssssnssessssssssssans 99 99 95




The following table presents mortgage acquisitions by loan characteristic for the periods indicated (in thousands):

For the year ended December 31,

2002 (1) ; 2001 2000
Principal ' Principal. Principal
S . - -Balance -~ % - Balance % Balance Y
" By Loan Type: o _
Fixed rate ..c.cooveierre i $ 599566 15 § 17,028 1 $ 28,140 6
Adjustable rate ..........ccoevvcrnerecenneere e, 3,291,380 85 1,469,056 99 414,801 92
Second trust deed .....coiovcvvevvieecrnenirice it 311 0 259 0 7777 2
Total VOIUME ....oovevereearreeerrnseeenesseseresansienees $ 3,891,257 100 § 1486343 100 § 450,712 100
By Credit Quality:
A=A e $ 3,875,903 100 ~$ 1,475269 99 § 419219 93
B/C ettt e 15354 0 11,074 1 31493 7
TOtal VOIUIDE ...oovvuverirennsesessenessseneesssssessensenens $ 3,891,257 100 § 1486343 100 § 450,712 100
By Purpose:
PUICHASE ..ot sseses $ 2336451 60 $ 997350 67 § 369430 82
REFINANCE «.oovoreverrrerrrrnsessensiesresesesessasersnssssens 1,554,806 40 488,993 33 81,282 18
TOtal VOIUME ......ceoreceerrnrescrmnsrsesasnsennsrenesnnnnss $ 3,891,257 100 § 1486343 100 § 450,712 100
By Prepayment Penalty: , - . o - R
With prepayment penalty .........cccoeeeeervcenencine, - $ 3,074,741 79§ -876,798 -59  $§ - 230,967 S5t
Without prepayment penalty ...........c..ccovuennna. 816,516 21 609,545 41 219,745 49
Total VOIIME ........oorvrerecereeeerneererreeesesreans oo, . - $3,891.257 100 § 1486343 100 § 450,712 100

(1) Excludes $25.8 million of multi-family mortgages originated by IMCC.

In addition to acquiring mortgages from our mortgage operations, the long-term investment operations originate
multi-family mortgages through IMCC, a wholly-owned subsidiary of IMH. IMCC was formed to primarily originate
small-balance multi-family ARMs with high credit quality and conservative LTV ratios with balances ranging from
$250,000 to $1.5 million. Multi-family mortgages generally have interest rate floors, which is generally the initial start
rate, and prepayment penalty periods ranging from three to five years. Multi-family mortgages provide greater asset
diversification on our balance sheet as multi-family mortgages typically have higher interest rate spreads and longer
lives than residential mortgages. IMCC originated $25.8 million of multi-family mortgages in 2002.

For additional information regarding the mortgage loan investment portfolio refer to Item 7. “Management’s
Discussion and Analysis of Financial Condition and Results of Operations—Results- of Operations—Impac Mortgage
Holdings, Inc.,” “Note C—Mortgages Held-for-Investment” and “Note D—CMO Collateral” in the accompanying
notes to the consolidated financial statements for Impac Mortgage Holdings, Inc.

Investment Securities Portfolio

Prior to 1998 and in connection with the issuance of mortgage-backed securities by the mortgage operations in the
form of real estate mortgage investment conduits, or “REMICs,” the long-term investment operations acquired senior or
subordinated securities as regular interests on a short- or long-term basis and subordinated mortgage-backed securities
issued by third parties. These securities or investments may subject us-to credit, interest rate and prepayment risks. In
general subordinated classes of a particular series of securities bear all losses prior to the related senior classes. Losses
in excess of expected losses at the time such securities are purchased would adversely affect our yield on these
securities and could result in failure to-recoup our initial investment.

Since 1998 our investment strategy has been to only acquire or invest in mortgage-backed securities that are
secured by Ali-A mortgages underwritten and acquired and originated by our mortgage operations due to our
understanding of the underlying credit of these mortgages-and-their histerical performance. Since 1999 we have

- acquired no moxtgage-backed securities from the mortgage operations and pursuant to our current investment policy we

no longer acquire or invest in interest-only, principal-only or subordinate mortgage-backed securities. Since 2000 our



investment securities portfolio, which primarily includes subordinated mortgage-backed securities, as a percentage of
total assets has declined significantly and represented less than 0.05% of total assets at year-end 2002. For additional
information regarding the investment securities portfolio refer to “Note B—Investment Securities Available-for-Sale” in
the accompanying notes to the consolidated financial statements for Impac Mortgage Holdings, Inc.

Financing

We primarily finance our long-term mortgage loan investment portfolio and investment securities portfolio as
follows: . .

¢ - issuance of CMOs;

o  short-term borrowings under reverse repurchase agreements;
e borrowings secured by mortgage-backed securities; and

e proceeds from the sale of capital stock.

As we accumulate mortgages we may issue CMOs secured by such mortgages as a means of financing. The
decision to issue CMOs is based on our current and future investment needs, market conditions and other factors. Each
issue of CMOs is fully payable from the principal and interest payments on the underlying mortgages securing such
debt, any cash or other collateral pledged as a condition of receiving the desired rating on the debt and any investment
income on mortgage collateral. We earn a net interest spread on interest income on mortgages held as CMO collateral
less interest and other expenses associated with CMO financing. Net interest spreads may be directly impacted by
levels of early prepayment of underlying mortgages and, to the extent each CMO class has variable rates of interest,
may be affected by changes in short-term interest rates. Our CMOs typically are structured as adjustable rate securities
that are indexed to one-month LIBOR and fixed rate securities with interest payable monthly. Certain CMOs are
guaranteed to certificate holders by a mortgage insurer, which give the CMOs the highest rating established by a
nationally recognized rating agency. For additional information regarding CMOs refer to “Note H—CMO Borrowings”
in the accompanying notes to the consolidated financial statements for Impac Mortgage Holdings, Inc.

When we issue CMOs for financing purposes, we seek an investment grade rating for our CMOs by a nationally
recognized rating agency. To secure such a rating, it is often necessary to pledge collateral in excess of the principal
amount of the CMOs to be issued, or to obtain other forms of credit enhancements such as additional mortgage
insurance. The need for additional collateral or other credit enhancements depends upon factors such as the type of
collateral provided, the interest rates paid, the geographic concentration of the mortgaged property securing the
collateral, and other criteria established by the rating agencies. ‘The pledge of additional collateral reduces our capacity
to raise additional funds through short-term secured borrowings or additional CMOs, and diminishes the potential
expansion of our mortgage loan investment portfolio. As a result, our objective is to pledge additional collateral for
CMOs only in the amount required to obtain an investment grade rating for our CMOs by a nationally recognized rating
agency. Our total loss exposure is limited to the equity invested in the CMOs at any point in time.

Prior to the issuance of CMOs we use reverse repurchase agreements as short-term financing at interest rates that
are consistent with our investment objectives. A reverse repurchase agreement acts as a financing vehicle under which
we effectively pledge our mortgages as collateral to secure a short-term loan. Generally, the other party to the
agreement makes the loan in an amount equal to a percentage of the market value of the pledged coilateral. At the
maturity of the reverse repurchase agreement, we are required to repay the loan and correspondingly we receive our
collateral. Our borrowing agreements require us to pledge cash, additional mortgages or additional investment
securities backed by mortgages in the event the market value of existing collateral declines. We may be required to sell
assets to reduce our borrowings to the extent that cash reserves are insufficient to cover such deficiencies in collateral.
For additional information regarding reverse repurchase agreements refer to “Note G—Reverse Repurchase
Agreements” in the accompanying notes to the consolidated financial statements for Impac Mortgage Holdings, Inc.

We finance a portion of our investment securities portfolio with principal-only notes. The principal-only notes
represent senior or subordinated interests in trust funds primarily consisting of a pool of mortgages. The principal-only
notes represent non-recourse obligations. For additional information regarding borrowings secured by investment




securities refer to “Note I—Borrowings Secured by Investment Securities Available-for-Sale” in the accompanying
notes to the consolidated financial statements for Impac Mortgage Holdings, Inc.

Interest Rate Hedging

We follow an interest rate hedge program intended to limit our exposure to changes in interest rates primarily
associated with cash flows on our adjustable rate CMO borrowings. Our primary objective is to hedge our exposure to
the variability in future cash flows attributable to the variability of one-month LIBOR, which is the underlying index of
our adjustable rate CMO borrowings. We also monitor on an ongoing basis the prepayment risks that arise in
fluctuating interest rate environments. Our interest rate hedge program is formulated with the intent to offset the
potential adverse effects of changing interest rates on cash flows on adjustable rate CMO borrowings resulting from the
following:

s interest rate adjustment limitations on mortgages held as CMO collateral due to periodic and lifetime interest
rate cap features; and

* mismatched interest rate adjustment periods between mortgages held as CMO collateral and CMO borrowings.

To mitigate our exposure to the effect of changing interest rates on cash flows on our adjustable rate CMO
borrowings, we acquire derivative instruments in the form of interest rate cap agreements, or “caps,” interest rate floor
agreements, or “floors,” and interest rate swap agreements, or “swaps.” For additional information regarding interest
rate hedging refer to Item 7A. “Quantitative and Qualitative-Disclosures About Market Risk” and “Note P—Derivative

“Instruments and Hedging Activities” in the accompanymg notes to the consolidated financial statements for Impac
Mortgage Holdings, Inc.

Mortgage Operations

The mortgage operations are conducted by IFC, Impac Lending Group, or “ILG,” a division of IFC, and Novelle
and ISAC, wholly-owned subsidiaries of IFC. The mortgage operations acquire, originate, sell and securitize primarily
adjustable and fixed rate Alt-A mortgages and, to a lesser extent, sub-prime mortgages, or “B/C mortgages,” from
correspondents, mortgage brokers and retail customers. IFC acquires primarily adjustable and fixed rate Alt-A
mortgages from its network of third party correspondents on a flow (loan-by-loan) basis or on a bulk basis from other
mortgage companies, which may include customers of IFC. Correspondents originate and close mortgages under IFC’s
mortgage programs. Correspondents include savings and loan associations, commercial banks and mortgage bankers
and brokers. IFC acts as an intermediary between the originators of mortgages that do not meet the guidelines for
purchase by Fannie Mae and Freddie Mac and permanent investors in mortgage-backed securities secured by or
representing an ownership interest in mortgages. ILG markets, underwrites, processes and funds mortgages for both
wholesale and retail customers. ILG works directly with mortgage brokers to originate, underwrite and fund their
mortgages. Many of ILG’s wholesale customers cannot conduct business with the mortgage operations as
correspondents because they do not meet the higher net worth requirements. Through its retail channel, ILG markets
mortgages directly to the public. ILG offers the same mortgage programs to its mortgage brokers and retail customers
that are offered by IFC. Novelle is 2 wholly-owned subsidiary of IFC that originates B/C mortgages through a network
of wholesale brokers and subsequently sells its loans to third party investors for cash gains. Novelle began operations
during September of 2001 in San Diego, California, where it is currently headquartered, with capital provided by IFC
ISAC is a wholly-owned specialty purpose entity through which IFC issues its REMICs.

Marketing Strategy

We believe that we can compete effectively with other Alt-A mortgage conduits through our efficient loan
purchasing process, flexible purchase commitment options and competitive pricing and by designing Alt-A mortgages
that suit the needs of our correspondents and mortgage brokers and their borrowers, which is intended to provide
sufficient credit quality to our investors. Our principle strategy is to expand our market position as a low-cost
nationwide acquirer and originator of Alt-A mortgages, while continuing to emphasize an efficient centralized operating
structure. Te help accomplish this, we have developed a second-generation web-based automated underwriting system
called Impac Direct Access System for Lending, or “iDASLg2.” iDASLg2 substantially increases efficiencies for our




customers and our mortgage operations by significantly decreasing the processing time for a mortgage while improving
employee productivity and maintaining superior customer service.

iDASLg2 is an interactive Internet-based system that allows our customers to automatically underwrite mortgages,
enabling our customers to pre-qualify borrowers for various mortgage programs and receive automated approval
decisions. iDASLg2 is intended to increase efficiencies not only for our customers but also for the mortgage operations
by significantly decreasing the processing time for a mortgage. iDASLg2 improves employee production and maintains
superior customer service, which together leads to higher closing ratios, improved profit margins and increased
profitability at all levels of our business operations. Most importantly, iDASLg2 allows us to move closer to our
correspondents and mortgage brokers with minimal future capital investment while maintaining centralization, a key
factor in the success of our operating strategy. During 2002 average monthly volume of mortgages submitted through
IDASL and iDASLg?2 increased by 70% to $1.4 billion per month as compared to $794.9 million per month in 2001.
All of our correspondents submit loans via iDASLg2 and all wholesale loans delivered by mortgage brokers are directly
underwritten through iDASLg2. Mortgages purchased on a bulk basis are not underwritten through iDASLg2.

We also focus on expansion opportunities to attract correspondent originators and mortgage brokers to our
nationwide network in order to increase mortgage acquisitions and originations in a controlled manner. This allows us
to shift the high fixed costs of interfacing with the homeowner to our correspondents and mortgage brokers. This
marketing strategy is designed to accomplish three objectives as follow: .

e  attract a geographically diverse group of both large and small correspondent originators and mortgage brokers;

s establish relationships with correspondents and mortgage brokers that facilitate their ability to offer a variety of
loan products designed by the mortgage operations; and

e purchase mortgages and securitize and sell them in the secondary market or to the long-term investment
operations. :

As of February 28, 2003 we maintained relationships with 222 correspondents and approximately 4,860 mortgage
bankers and brokers. In order to accomplish our production objectives, we design and offer mortgage products that we
believe are atiractive to potential Alt-A borrowers and to end-investors in Alt-A mortgages and mortgage-backed
securities. We have historically emphasized and continue to emphasize flexibility in our mortgage product mix as part
of our strategy to attract and establish long-term relationships with our correspondents and mortgage brokers. We also
maintain relationships with numerous end-investors so that we may develop mortgage products that may be of interest
to them as market conditions change, which in turn may be offered through our correspondent network. In response to
the needs of our correspondents, and as part of our strategy to facilitate the sale of our mortgages through the mortgage
operations, our marketing strategy offers efficient response time in the purchase process, direct and frequent contact
with our correspondents and mortgage brokers through a trained sales force and flexible commitment programs.
Finally, due to the price sensitivity of most homebuyers, we are competitive in pricing our products in order to attract
sufficient numbers of mortgages.

Mortgage Acquisitions and Originations

The majority of mortgages acquired and originated by the mortgage operations are adjustable and fixed rate Alt-A
mortgages. A portion of Alt-A mortgages that are acquired and originated by the mortgage operations exceed the
maximum principal balance for a conforming loan purchased by Fannie Mae or Freddie Mac, which is currently
$322,700. Mortgages that exceed such maximum principal balance are referred to as “jumbo loans.” Alt-A mortgages
generally consist of jumbo loans or other mortgages that are acquired and originated in accordance with underwriting or
product guidelines that differ from those applied by Fannie Mae and Freddie Mac. Alt-A mortgages may involve
greater risk as a result of different underwriting and product guidelines. A portion of mortgages acquired and originated
through the mortgage operations are B/C mortgages, which may entail greater credit risks than Alt-A mortgages. We
generally do not acquire or originate mortgages with principal balances above $750,000 for Alt-A credit quality loans
and $500,000 for B/C mortgages. In general, B/C mortgages are residential mortgages made to borrowers with lower
credit ratings than borrowers of higher credit quality, Alt-A mortgages and are normally subject to higher rates of loss
and delinquency than other Alt-A mortgages acquired and originated by the mortgage operations. As a result, B/C
mortgages normally bear a higher rate of interest and are typically subject to higher fees than Alt-A mortgages. In
general, greater emphasis is placed upon the value of the mortgaged property and, consequently, the quality of




appraisals, and less upon the credit history of the borrower in underwriting B/C mortgages than in underwriting Alt-A
mortgages. In addition, B/C mortgages are generally subject to lower LTV ratios than Alt-A mortgages. Mortgages
acquired by the mortgage operations are generally secured by first liens and, to a lesser extent, second liens on single-
family residential properties with either adjustable or fixed interest rates. FRMs have a constant interest rate over the
life of the loan, which is generally 15 or 30 years. The interest rate on ARM:s are typically tied to an index, such as six-
month LIBOR plus a spread and adjust periodically, subject to lifetime interest rate caps and periodic interest rate and
payment caps. The initial interest rates on ARMs are typically lower than the average comparable FRM but may be
higher than average comparable FRMs over the life of the loan. We acquire and originate mortgages with the following
most common loan characteristics, although we may purchase mortgages with other interest rate and maturity
characteristics:

e FRMs that have original terms to maturity ranging from 15 to-30 years with two- to five-year prepayment
penalty periods; .

) ARMs that adjust based on six-month LIBOR with terms to matunty ranging from 15 to 30 years with one- to
five-year prepayment penalty periods; and

e  two- and three-year FRMs with terms to maturity ranging from 15 to 30 years that subsequently adjust to six-
month LIBOR ARMs with one- to five-year prepayment penalty periods. ;

The following table presents mortgage acquisitions and originations by loan characteristic for the periods indicated
(in thousands):

For the year ended, December 31,

2002 2001 2000
Principal Principal Principal
Balance % Balance % Balance %
By Loan Type:
Adjustable rate ..........ccvecererenirennnereineerenens $ 3,703,657 62 $ 1,541,329 . 49 § 487346 23
FIXed TaLe ..ccovvvrerenrererecerirenccercereenseeneeraenns 2,159,696 36 1,570,225 50 1,539,741 74
Second trust deed ..........eveerrereuneasearesnnsscens 82,145 2 43,074 1 51,737 3
TOtal VOIIME ..cvvoverevnceenrercessenensncinereseeersens $ 5945498 100 § 3,154,628 100 § 2,078,824 100
By Production Channel:
Correspondent acquisitions: ‘
FIOW oot erersrenesestenenesesesesnenns $ 3,701,537 62 $2213,736 70 $ 1,731,351 84
BULK e eeecreeesssnsesssesssseseseesesasssesssseseeee 750,004 13 169,282 5 71,283 3
Total correspondent acquisitions............c.......... 4,451,541 75 2,383,018 75 1,802,634 87
Wholesale and retail originations............cevve... 1,089,008 18 683,060 22 276,190 13
NOVEIE....evereeerteseesesssaresisssesriessresssssesssesereses 404,949 7 88,550 3 — 0
TOtAl VOIUINE .vvvvevenevereseneesessseesessssssscseeeesss $ 5945498 100 § 3,154,628 100 § 2,078,824 100
By Credit Quality:
ARA e ettt s $ 5515573 93  §$ 3,046,532 97 § 1,999246 96
B/C (1)rerrrererirsennensssessassesesasessessessssseisnmssinnnes 429,925 17 108,096 3 79,578 4
TOtal VOIUINE ...eueerrrerereeererererereneseseninniassiesennans 3 5945498 100 § 3,154,628 100 §$ 2,078,824 100
By Purpose: .
PUTCRASE ...t st sarannas $ 3,288,566 55 § 1,938,715 61 § 1,675893 81
REfINATICE ......ouieerrereeesirecreserererenssesesnsesnens 2,656,932 45 1,215,913 39 402,931 - 19
TOtal VOIUINE ...ooeveerenrenreeaereereeiaresnensrcasecsssesans $ 5945498 100 § 3,154,628 100 § 2,078,824 100
By Prepayment Penalty: ' )
With prepayment penalty ......cc.cccecvcenrereiennnn. $ 4,677,078 79 § 2,058,746 65 § 1,104,154 33
Without prepayment penalty ................oceneuee. 1,268,420 21 1,095,882 35 974,670 47
Total VOIIME .....verrenreemrarreeerrieeerrisinnresesaeeeannas $ 5945498 100 - § 3,154,628 100 § 2,078,824 100

(1) 2002 and 2001 includes $404.9 million and $88.6 million, respectively, of B/C mortgages originated by Novelle that are
subsequently sold to third party investors for cash gains.




Our mortgage acquisition and origination activities focus on those regions of the country where higher volumes of
Alt-A mortgages are originated including California, Florida, Colorado, Georgia, New Jersey, Illinois, Texas, New
York, Washington and Virginia. The highest concentration of Alt-A mortgages acquired and originated relate to
properties located in California and Florida because of generally higher property values and mortgage balances. During
the years ended December 31, 2002 and 2001 mortgages secured by California and Florida properties accounted for
approximately 56% and 10%, respectively, of mortgage acquisitions and originations during both years. Of the $5.9
billion in principal balance of mortgages acquired and originated in 2002, $2.2 billion, or 37%, were acquired from our
top ten correspondents and wholesale brokers. Express Lending Group accounted for $811.4 million, or 14%, of
mortgages acquired and originated by the mortgage operations in 2002. No other correspondents or brokers accounted
for more than 10% of the total mortgages acquired and originated by the mortgage operations in 2002.

Underwriting

We have developed comprehensive purchase guidelines for the acquisition and origination of mortgages. Each
mortgage underwritten assesses the borrower’s credit score, ability and willingness to repay the mortgage obligation and
the adequacy of the mortgaged property as collateral for the mortgage. Subject to certain exceptions and the type of
mortgage product, each purchased mortgage must conform to the loan parameters and eligibility requirements specified
in our seller/servicer guide with respect to, among other things, loan amount, type of property, compliance, LTV ratio,
mortgage insurance, credit history, debt service-to-income ratio, appraisal and loan documentation. We also perform a
full legal documentation review prior to the purchase of all mortgages.

All mortgages acquired or originated under our loan programs are underwritten either by our employees or by
contracted mortgage insurance companies or delegated sellers. Under all of our underwriting methods, loan
documentation requirements for verifying the borrower’s income and assets vary according to LTV ratios and other
factors. Generally, as the standards for required documentation are lowered, the borrowers’ down payment
requirements are increased and the required LTV ratios are decreased. The borrower is also required to have a stronger
credit history, larger cash reserves and an appraisal of the property that may be validated by an enhanced desk or field
review, depending on the loan program. Lending decisions are based on a risk analysis assessment after the review of
the entire mortgage file. Each mortgage is individually underwritten with emphasis placed on the overall quality of the
mortgage.

Seller Eligibility Requirements

Mortgages acquired by the mortgage operations are originated by various sellers, including mortgage bankers,
savings and loan associations and commercial banks. Sellers are required to meet certain regulatory, financial,
insurance and performance requirements established by us before they are eligible to participate in our mortgage
purchase programs. Sellers must also submit to periodic reviews to ensure continued compliance with these
requirements. Our current criteria for seller participation generally includes a minimum tangible net worth requirement
of $500,000, approval as a Fannie Mae or Freddie Mac seller/servicer in good standing, a Housing and Urban
Development, or “HUD,” approved mortgagee in good standing or a financial institution that is insured by the Federal
Deposit Insurance Corporation, or “FDIC,” or comparable federal or state agency, and that the seller is examined by a
federal or state authority. .

In addition, sellers are required to have comprehensive mortgage origination quality control procedures. In
connection with its qualification, each seller enters into an agreement that generally provides for recourse by us against
the seller in the event of a breach of representations or warranties made by the seller with respect to mortgages sold to
us, which includes but is not limited to any fraud or misrepresentation during the mortgage loan origination process or
upon early payment default on mortgages.

Securitization and Sale

After acquiring mortgages from correspondents on a flow or bulk basis, and originating mortgages through ILG’s
and Novelle’s wholesale and retail channels the mortgage operations sell or securitize mortgages to permanent
investors. The mortgage operations sell substantially all of its ARM acquisitions and originations and approximately
50% of its FRM acquisitions and originations to the long-term investment operations at prices comparable to prices
available to third party investors at the date of sale. During 2002 the mortgage operations sold $3.9 billion in principal
balance of mortgages to the long-term investment operations. Generally, the mortgage operations sell all of its




mortgage acquisitions and originations to third party investors as servicing released, which means that we do not retain
primary mortgage servicing rights.

When a sufficient volume of FRMs with similar characteristics has been accumulated, generally $100 million to
$350 million, the mortgage operations will sell bulk packages, referred to as whole loan sales, to third party investors in
mortgages or will securitize them through the issnance of mortgage-backed securities in the form of REMICs. During
2002 the mortgage operations sold $1.1 billion in principal balance of mortgages as whole loan sales and $600.0 million
in principal balance of mortgages as REMICs.

The period of time between when we commit to purchase mortgages and the time we sell or securitize mortgages
generally ranges from 10 to 90 days, depending on certain factors including the length of the purchase commitment
period, volume by product type and the securitization process. REMIC transactions are generally accounted for as sales
of the mortgages and can eliminate or minimize any long-term residual investment in such mortgages. REMIC
securities consist of one or more classes of “regular interests” and a single class of “residual interest.” The regular
interests are tailored to the needs of investors and may be issued in multiple classes with varying maturities, average
lives and interest rates.

REMICs created by us are structured so that one or more of the classes of securities are rated investment grade by
at least one nationally recognized rating agency. The ratings for our REMICs are based upon the perceived credit risk
by the applicable rating agency of the underlying mortgages, the structure of the securities and the associated level of
credit enhancement. Credit enhancement is designed to provide protection to the security holders in the event of
borrower defauits and other losses including those associated with fraud or reductions in the principal balances or
interest rates on mortgages as required by law or a bankruptcy court.

Hedging Activities

The mortgage operations hedges interest rate risk and price volatility on its morigage loan investment portfolio
during the time it commits to acquire or originate mortgages at a pre-determined rate and the time it sells or securitizes
mortgages. To mitigate interest rate and price volatility risks, IFC may enter into forward commitments and derivative
transactions. The nature and quantity of derivative transactions are determined based on various factors, including
market conditions and the expected volume of mortgage acquisitions and originations.

For additional information regarding interest rate hedging refer to Item 7A. “Quantitative and Qualitative
Disclosures About Market Risk” and “Note K—Derivative Instruments and Hedging Activities” in the accompanying
notes to the consolidated financial statements for Impac Funding Corporation.

Master Servicing

We retain master servicing rights on substantially all of our Alt-A mortgage acquisitions and originations. Our
function as master servicer includes collecting loan payments from other loan servicers and remitting loan payments,
less master servicing fees receivable and other fees, to a trustee or other purchaser for each series of mortgage-backed
securities or loans master serviced. In addition, as master servicer, we monitor compliance with our servicing
guidelines and are required to perform, or to contract with a third party to perform, all obligations not adequately
performed by any loan servicer. We may also be required to advance funds to cover interest payments not received
from borrower’s depending on the status of their mortgages. ~

With respect to IFC’s function as a master servicer for loans owned by the long-term investment operations, IFC
and IMH have entered into agreements with terms substantially similar to those of independent third parties. Master
servicing fees are generally 0.03% per annum on the declining principal balances of the loans serviced. At year-end
2002 we master serviced 48,520 mortgages with a principal balance of $8.7 billion.
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The following table presents the amount of delinquent mortgages in our master serv1c1ng portfolio for the-periods
indicated (dollars in thousands):

As of December 31,
2002 2001 2000
% of % of % of
Principal Master Principal Master Principal Master

Balance of  Servicing Balance of Servicing Balanceof Servicing
Mortgages Portfolio Mortgages Portfolio Mortgages Portfolio

Loans delinquent for:

60-8 daYS ....ccecvererererrrreeenrierereesesnssereeres $ 100,878 1.16% $ 72,460 1.30% § 65,809 1.63%
90 days and OVET..........ccevveuererererrenseresnsenes 71,466 0.82 72,544 1.30 25,952 0.64
Total 60 days and OVEr ......ccovecervvcrrneene 172,344 1.98 145,004 . 2.60 91,761 227
Foreclosures pending........ccccooevvnvmreecennnnn 212,309 2.44 132,571 2.38 57,133 1.41
Bankruptcies pending.........o.cecveererecereenenne 26,402 0.30 22,054 0.40 22,556 0.56
TOtAL eevenrvveeerereres s s sssesssees $ 411,055 4.72% § 299,629 538% § 171450 4.24%
Servicing

We subcontract all of our servicing obligations to independent third parties pursuant to sub-servicing agreements.
We believe that the selection of third-party sub-servicers or the sale of servicing rights is more effective than
establishing a servicing department within our mortgage operations. "However, part of our responsibility is to
continually monitor the performance of the sub-servicers or servicers through performance reviews and regular site
visits. Depending on sub-servicer reviews, we may in the future rely on our internal collectxon group to take an ever
more active role to assist the sub-servicer in the servicing of mortgages.

Servicing includes collecting and remitting loan payments, making required advances, accounting for principal and
interest, holding escrow -or impound funds for payment of taxes and insurance, if applicable, making required
inspections of the mortgaged property, contacting delinquent borrowers, and supervising foreclosures and property
dispositions in the event of un-remedied defaults in accordance with our guidelines. Servicing fees range from 0.25%
per annum for FRMs to 0.50% per annum for B/C mortgages and 0.375% for ARMs on the declining principal balances
of loans serviced. Additionally, we eamn interest, or “float,” on principal and interest payments we receive from our
borrowers until those payments are remitted to the investors in those mortgages. We generally acquire all of our
mortgages on a servicing released basis. To the extent the mortgage operations finances the acquisition of mortgages
with warehouse facilities provided by IWLG, the mortgage operations pledges mortgages and the related servicing
rights to IWLG as collateral. As a result, IWLG has an absolute right to control the servicing of such mortgages,
including the right to collect payments on the underlying mortgages, and to foreclose upon the underlying real property
in the case of default. Typically, IWLG delegates its right to service the mortgages securing the warehouse line to IFC.

The following table presents information regarding our mortgage servicing portfolio, including mortgages held-for-
sale and mortgages held-for-investment, for the periods shown (dollars in millions, except average loan size):

As of December 31,
2002 2001 2000

Beginning servicing portfolio..........ccvreieerreneeinireeeerrsaecceeeeeesenens $ 1,7544 § 24289 $ 23934
Add: Loan acquisitions and originations..........ccceevevrreesenrecrrseseesonnaens 5,945.5 3,154.7 2,078.8
Less: Servicing transferred.........covvvevirciiveeiennniiecreccrn e e (4,620.3) (2,866.1) (1,266.0)
Principal PAYAOWNS (1)...ecvverveerrreereererresereoemsesssessenesessssessessesssenns (426.2) (963.1) (7171.3)
Ending servicing portfolio.......coverevverniiecniinierr ettt $ 26534 $ 17544 § 24289
Number 0f 10an8 SEIVICed......cococvririircrerieevrecre et sas st ares 15,987 14,570 20,644
AVErage I0aN SIZE .....cccvvverieerireerinecereer et b et eaens $ 166,000 $ 120,000 $ 118,000
7.26% 8.80% 9.88%

Weighted average COUPON .......ceceuinerceereetineee e sessestarsesserescaeseesnerens

(1) Includes normal principal runoff and principal prepayments.




Warehouse Lending Operations

The warehouse lending operations is conducted by IWLG. The warehouse lending operations provide reverse
repurchase financing to affiliated companies and to approved mortgage banks, some of which are correspondents of the
mortgage operations, to finance mortgages during the time from the closing of the mortgages to their sale or other
settlement with pre-approved investors. The warehouse lending operations relies mainly on the sale or liquidation of
the mortgages as a source of repayment. Any claim of the warehouse lending operations as a secured lender in a
bankruptcy proceeding may be subject to adjustment and delay. Borrowings under the warehouse facilities are
presented on our balance sheets as finance receivables. Terms of non-affiliated warehouse lines, including the
commitment amount, are determined based upon the financial strength, historical performance and other qualifications
of the borrower.

Regulation

We establish underwriting guidelines that include provisions for inspections and appraisals, require credit reports
on prospective borrowers and determine maximum loan amounts. Our mortgage acquisition and origination activities
are subject to, among other laws, the Equal Credit Opportunity Act, Federal Truth-in-Lending Act, Real Estate
Settlement Procedures Act and Home Mortgage Disclosure Act and the regulations promuigated thereunder. These
laws and regulations prohibit discrimination and require the disclosure of certain basic information to mortgagors
concerning credit terms and settlement costs, limit payment for settlement services to the reasonable value of the
services rendered and require the maintenance and disclosure of information regarding the disposition of mortgage
applications based on race, gender, geographical distribution and income level. Our mortgage acquisition and
origination activities are also subject to state and local laws and regulations, including predatory lending laws, and may
also be subject to applicable state usury statutes. IFC, our mortgage operations, is an approved Fannie Mae and Freddie
Mac seller and/or servicer. IFC is subject to the rules and regulations of Fannie Mae and Freddie Mac with respect to
acquiring, processing, selling and servicing mortgages. In addition, IFC is required annually to submit to Fannie Mae
and Freddie Mac audited financial statements, and each regulatory entity has its own financial requirements for
sellers/servicers. IFC’s affairs are also subject to examination by Fannie Mae and Freddie Mac at any time to assure
compliance with applicable regulations, policies and procedures.

- Competition. - -~ - - e e e

In acquiring and originating Alt-A mortgages and issuing securities backed by such loans, we compete with
established mortgage conduit programs, investment banking firms, savings and loan associations, banks, thrift and loan
associations, finance companies, mortgage bankers, insurance companies, other lenders and other entities purchasing
mortgage assets. Consolidation in the mortgage banking industry may also reduce the number of current correspondents
and. independent mortgage brokers available to the mortgage operations, reducing our potential customer base and
resulting in the mortgage operations acquiring and originating a larger percentage of mortgages from a smaller number
of customers. Changes of this nature could negatively impact our businesses. Mortgage-backed securities issued by the
mortgage operations and the long-term investment operations face competition from other investment opportunities
available to prospective investors. We face competition in our mortgage operations and warehouse lending operations
from other financial institutions, including but not limited to banks and investment banks. Our competitors include -
IndyMac Bancorp, Inc., Greenpoint Financial Corporation, Residential Funding Corporation, Aurora Loan Services,
Inc. and Credit Suisse First Boston Corporation. Competition can take place on various levels, including convenience
in obtaining a mortgage, service, marketing, origination channels and pricing. We depend primarily on correspondents
and independent mortgage brokers for the acquisition and origination of mortgages. These independent mortgage
brokers deal with multiple lenders for each prospective borrower. We compete with these lenders for the independent
brokers’ business on the basis of price, service, loan fees, costs and other factors. Our competitors also seek to establish
relationships with such brokers, who are not obligated by contract or otherwise to do business with us. Many of the
institutions with which we compete in our mortgage operations and warehouse lending operations have significantly
greater financial resources than we have. However, we can compete effectively with other Alt-A mortgage conduits
through our efficient loan purchasing process, flexible purchase commitment options and competitive pricing and by
designing Alt-A mortgages that suit the needs of our correspondents and their borrowers, which is intended to provide
sufficient credit quality to our investors.
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Employees

At year-end 2002 we had 432 full- and part-time employees and temporary and contract employees. The mortgage
operations employed 393 full- and part-time employees and temporary and contract employees, of which 85 were
employed by Novelle. IWLG and IMCC employed 30 and 9 full- and part-time employees and temporary and contract
employees, respectively. Management believes that relations with its employees are good. The Company is not a party
to any collective bargaining agreement.

Revisions in Policies and Strategies

Our board of directors has approved the Company’s investment and operating policies and strategies. Our core
operations involve the acquisition and origination of mortgages and their subsequent securitization and sale. We also
act as a warehouse lender providing financing facilities to mortgage originators. These operations, their associated
policies and strategies, are further described herein. Our board of directors has delegated our asset/liability management
to the Asset/Liability Committee, or “ALCO,” which reports to the board of directors at least quarterly. See a further
discussion of ALCO in Item 7. “Management’s Discussion of Financial Condition and Results of Operations” and Item
7A. “Quantitative and Qualitative Disclosures About Market Risk.” Any of our policies, strategies and activities may
be modified or waived by our board of directors without stockholder consent. Developments in the market, which
affect the policies and strategies mentioned herein or which change our assessment of the market, may cause our board
of directors to revise our policies and financing strategies.

We have elected to qualify as a REIT for tax purposes. We have adopted certain compliance guidelines, which
include restrictions on the acquisition, holding and sale of assets. Prior to the acquisition of any asset, we determine
whether the asset meets REIT requirements. Substantially all of the assets that we have acquired and will acquire for
investment are expected to qualify as REIT assets. This requirement limits our investment strategies.

The long-term investment operations primarily invest in Alt-A mortgages and, to a lesser extent, B/C mortgages
that are acquired from our mortgage operations. Our mortgage operations generally do not acquire or originate
mortgages with principal balances above $750,000 for Alt-A credit quality mortgages and $500,000 for B/C mortgages.
The long-term investment operations does not have a limit on the proportion of its assets that may be invested in each
type of mortgage. Our goal is that mortgage-backed securities do not consist more than 10% of our total assets.

We closely monitor our acquisition and investment in mortgage assets and the sources of our income, including
income from our hedging strategies, to ensure at all times that we maintain our qualifications as a REIT. We have
developed certain accounting systems and testing procedures to facilitate our ongoing compliance with the REIT
provisions of the Internal Revenue Code. No changes in our investment policies and operating strategies, including
credit criteria for mortgage asset investments, may be made without the approval of our board of directors.

We may at times and on terms that our board of directors deems appropriate:

e Issue senior securities - In December 1998 we issued $30.0 million of Series B 10.5% Convertible Preferred
Stock. In February 2000 all shares of Series B Convertible Preferred Stock were exchanged for Series C
10.5% Cumulative Convertible Preferred Stock and the conversion rate was adjusted to $4.72 per share from
$4.95 per share convertible into 5.29661 shares of common stock from 5.050505 shares of common stock. In
August 2001 the shares of Series C Preferred Stock were converted to common stock;

¢ Borrow money - We finance our operations in large part through the issuance of CMOs, short-term borrowings
under reverse repurchase agreements and borrowings secured by mortgage-backed securities. In addition, in
March 1999, certain of our stockholders exchanged 1,359,507 shares of our common stock held by them, at an
average price of $5.70 per share, for our 11% senior subordinated debentures due February 15, 2004. The
debentures bore interest at 11% per annum and mature on February 15, 2004. Commencing on February 15,
2001, the debentures became redeemable at our option, and, in June 2001, we redeemed all of the debentures at
a price equal to the face amount of the debentures plus accrued and unpaid interest;

¢ Make loans to other persons - The warehouse lending operations provide reverse repurchase financing to
affiliated companies and to approved mortgage banks, some of which are correspondents of the mortgage
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operations, to finance mortgages during the time from the closmg of the mortgages to their- sale or: other

- settlement with pre-approved investors;
e Invest in securities of other issuers for the purpose of exercising control;

e Engage in the purchase and sale of investments - In connection with the issuance of mortgage-backed
securities by our mortgage operations in the form of REMICs, our long-term investment operations may retain
senior or subordinated securities on a short- or long-term basis;

e Offer securities in exchange for property - In March 1999 certain of our stockholders exchanged 1,359,507
shares of their common stock at an average price of $5.70 per share for 11% senior subordinated debentures;
and,

e Repurchase or otherwise reacquire our shares or other securities in the future - In October 1998 we adopted a
repurchase plan to repurchase up to $5.0 million of our commeon stock in the open market. In 1999 the board
of directors approved common stock repurchases up to an additional $5.0 million, or a total of $10.0 million.

-~ -- During-1999 we repurchased 2.0 million shares of our common stock for $9.9 million. During 2000 we
adopted a repurchase plan to repurchase up to $3.0 million of our common stock in the open market. During
2001 and 2000 we repurchased 1,015,950 shares for $2.3 million. During 2002 we did not repurchase any
shares of common stock.

We may also underwrite the securities of other issuers, although we have not done so in the past and have no
present intention to do so. Historically, we have and intend to continue to distribute ‘annual reports to our stockholders,
including financial statements certified by independent auditors, describing our current business and strategy.

Risk Factors

- The following risk factors reference our mortgage loan investment portfolio, which consists of CMO collateral,
mortgages held-for-investment and finance receivables. For information on the characteristics of the mortgage loan
.investment portfolio refer to “Note C—Mortgages Held-for-Investment,” “Note D—CMO Collateral” and “Note
E—Finance Receivables” in the accompanying notes to the consolidated financial statements for Impac Mortgage
Holdings, Inc.

A prolonged economic downturn or recession would likely result in a reduction of our mortgage origination activity
which would adversely affect our financial results.

The United States economy has recently undergone and may in the future, undergo, a period of slowdown, which
some observers view as a recession. An economic downturn or a recession may have a significant adverse impact on
our operations and our financijal condition. For example, a reduction in new mortgages will adversely affect our ability
to expand our mortgage portfolio, our principal means of increasing our earnings. In addition, a decline in new
mortgage activity will likely result in reduced activity for our warehouse lending operations and our long-term
investment operations. In the case of our mortgage operations, a decline in mortgage activity may result in fewer loans
that meet its criteria for purchase and securitization, thus resulting in a reduction in interest income and fees and gain on

sale of loans. We may also experience larger than previously reported losses on our investment portfolio due'to a higher _ . _

Tevel of defaults or foreclosures on our mortgages. . e
Terrorist attacks or military action may adversely affect our financial results.

The effects that terrorist attacks in the United States or other incidents and related military action, or possible
military action by U.S. forces in Iraq or other regions, may have on the mortgage operations’ ability to acquire or
originate mortgages, the performance of the mortgages held by the long-term investment operations or on the values of
mortgaged properties cannot be determined at this time. As a result of terrorist activity or military action, there may be
a reduction in new mortgages, which will adversely affect our ability to expand our mortgage portfolio. In addition, a
decline in new mortgage activity will likely result in reduced activity for our warehouse lending operations and our
long-term investment operations. Mortgages held by our long-term investment operations may experience higher rates
of delinquency, default and prepayment. These potential consequences of terrorist attacks or military action will have
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an adverse affect on our financial results. Federal agencies and non-government lenders have, and may continue to

defer, reduce or forgive payments and delay foreclosure proceedings in respect of loans to borrowers affected in some o

way be recent and possible future events. In addition, activation of a substantial number of U.S. military reservists or
members of the National Guard may significantly increase the proposition of mortgages whose mortgage rates are
reduced by application of the Soldiers’ and Sailors’ Civil Relief Act of 1940 or similar state laws, and neither the master
servicers nor the servicers will be required to advance for any interest shortfall caused by any such reduction. Interest
payable to senior and subordinate certificate holders will be reduced on a pro rata basis by any reductions in the amount
of interest collectible as a result of application of the Soldiers’ and Sailors’ Civil Relief Act of 1940 or similar state
laws.

. Ifwe are unable to generate sufficient liquidity we will be unable to.conduct-our-operations-as planned- -

If we cannot generate sufficient liquidity, we will be unable to continue to grow our operations, grow our asset
base, maintain our current hedging policy and pay dmdends We have traditionally derived our liquidity from four

primary sources:

o financing facilities provided to us by others to acquire or originate mortgage assets;
e whole loan sales and securitizations of acquired or originated mortgages;
e our issuance of equity and debt securities; and

e earnings from operations.

We cannot assure you that any of these alternatives will be available to us, or if available, that we will be able to
negotiate favorable terms. Our ability to meet our long-term liquidity requirements is subject to the renewal of our credit
and repurchase facilities and/or obtaining other sources of financing, including additional debt or equity from time to
time. Any decision by our lenders and/or investors to make additional funds available to us in the future will depend
upon a number of factors, such as our compliance with the terms of our existing credit arrangements, our financial
performance, industry and market trends in our various businesses, the lenders’ and/or investors’ own resources and
policies concerning loans and investments, and the relative attractiveness of alternative investment or lending
opportunities. If we cannot raise cash by selling debt or equity securities, we may be forced to sell our assets at
unfavorable prices or discontinue various business activities. Our inability to access the capital markets could have a
negative impact on our earnings growth and also our ability to pay dividends.

Any significant margin calls under our financing facilities would adversely affect our liguidity ana’ may adversely affect
our financial resulls.

Prior to the fourth quarter of 1998, we generally had no difficulty in obtaining favorable financing facilities or in
selling acquired mortgages. However, during the fourth quarter of 1998, the mortgage industry experienced substantial
turmoil as a result of a lack of liquidity in the secondary markets. At that time, investors expressed unwillingness to
purchase interests in securitizations due, in part, to:

- o the lack of financing to acquire these securitization interests;

e the widening of returns expected by institutional investors on securitization interests over the prevailing
Treasury rate; and

¢ market uncertainty.

i.._.... As aresult, many mortgage originators, including our Company, were unable to access the securitization market on
‘ favorable terms. This resulted in some companies declaring bankruptcy. Originators, like our Company, were required
f olsell Ioans on a whole loan basis and liquidate holdings of mortgage-backed securities to repay short-term borrowings.

However, the large’ amount of mortgages available for sale on a whole loan basis affected the pricing offered for these
. mortgages, which in turn reduced the value of the collateral underlying the financing facilities. Therefore, many
T'provideérs of financing facilities initiated margin calls. Margin calls resulted when our lenders evaluated the market
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value of the collateral securing our ﬁnancmg fac1ht1es and requlred us to provnde them with additional equity or
collateral-to-secure our borrowings:™~ -

Our financing facilities were short-term borrowings and due to the turmoil in the mortgage industry during the
latter part of 1998 many traditional providers of financing facilities were unwilling to provide facilities on favorable
terms, or at all. Our current financing facilities continue to be short-term borrowings and we expect this to continue. If
we cannot renew or replace maturing borrowings, we may have to sell, on a whole loan basis, the loans securing these
facilities which, depending upon market conditions, may result in substantial losses.

We incurred losses for fiscal years 1997, 1998 and 2000 and may incur losses in the future. .

‘During the year ended December 31, 2000 we experlenced a net loss of $54. 2 million. T he net loss incurred during
2000 included accounting charges of $68.9 million. The accounting charges were the result of write-downs of non-
performing investment securities secured by mortgaggs and additional increases in the provision for loan losses to
provide for the deterioration of the performance of collateral supporting specific investment securities. During the year
ended December 31, 1998 we experienced a net loss of $5.9 million primarily as the mortgage industry experienced
substantial turmoil as a result of a lack of liquidity in the secondary markets which caused us to sell mortgages at losses
to meet margin calls on our warehouse facilities. During the year ended December 31, 1997 we experienced a net loss
of $16.0 million. The net loss incurred during 1997 included an accounting charge of $44.4 million that was the result of
expenses related to the termination and buyout of our management agreement with Imperial Credit Advisors, Inc. We
cannot be certain that revenues will remain at current levels or improve or that we will be profitable in the future, which
could prevent us from effectuating our business strategy.

If we are unable to complete securitizations, we would face a liguidity shortage which would adversely affect our
operating results.

We rely significantly upon securitizations to generate cash proceeds to repay borrowings and to create credit
availability. Any reduction in our ability to complete securitizations may require us to utilize other sources of financing,
which, if available at all, may be on unfavorable terms. In addition, delays in closing securitizations of our mortgages
increase our risk by exposing our Company to credit and interest rate risks for this extended period of time.
Furthermore, gains on sales from our securitizations represent a significant portion of our earnings. Several factors
could affect our ability to complete securitizations of our mortgages, including:

o conditions in the securities and secondary markets;

s credit quality of the mortgages acquired or originated through our mortgage operations;

¢ volume of our mortgage loan acquisitions and originations;
e our ability to obtain credit enhancements; and
o lack of investors purchasing higher risk components of the securities.

If we are unable to profitably securitize a significant number of our mortgages in a particular financial reporting
period, then we could experience lower income or a loss for that period. As a result of turmoil in the -securitization
market during the latter part of 1998, many mortgage lenders, including our Company, were required to sell mortgages
on a whole loan basis under adverse market conditions in order to generate liquidity. Many of these sales were made at
prices lower than our carrying value of the mortgages and we experienced substantial losses. We cannot assure you that
we will be able to continue to profitably securitize or sell our loans on a whole loan basis, or at-all.

The market for first loss risk securities, which are securities that take the first loss when mortgages are not paid by

- the-borrowers, lis generally limited. In connection with our REMIC securitizations, we endeavor to sell all securities

... subjecting us to.a first loss risk. If we cannot sell these securities, we may be required to hold them for an extended
’ penod subjecting us to a first loss risk.
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Our borrowings and use of substantial leverage may cause losses.
Our use of collateralized mortgage obligations may expose our operations to credit losses.

To grow our investment portfolio, we borrow a substantial portion of the market value of substantially all of our
investments in mortgages in the form of CMOs. Historically, we have borrowed approximately 98% of the market
value of such investments. There are no limitations on the amount we may borrow, other than the aggregate value of the
underlying mortgages. We currently use CMOs as financing vehicles to increase our leverage, since mortgages held for
CMO collateral are retained for investment rather than sold in a secondary market transaction.

___.Retaining mortgages as collateral for CMOs exposes our operations. to_greater_credit losses than does the use of
other securitization techniques that are treated as sales because as the equity holder in the security, we are allocated
losses from the liquidation of defaulted loans first prior to any other security holder. Although our liability under a
collateralized mortgage obligation is limited to the collateral used to create the collateralized mortgage obligation, we
generally are required to make a cash equity investment to fund collateral in excess of the amount of the securities
issued in order to obtain the appropriate credit ratings for the securities being sold, and therefore obtain the lowest
interest rate available, on the CMOs. If we experience greater credit losses than expected on the pool of loans subject to
the CMO, the value of our equity investment will decrease and we would have to increase the allowance for loan losses
on our financial statements, ’

The cost of our borrowings may exceed the return on our assets.

The cost of borrowings under our financing facilities corresponds to a referenced interest rate plus or minus a
margin. The margin varies depending on factors such as the nature and liquidity of the underlying collateral and the
availability of financing in the market. We will experience net interest losses if the returns on our assets financed with
borrowed funds fail to cover the cost of our borrowings, and we did not implement any applicable financial hedges.

If we default under our financing facilities, we may be forced to liquidate the collateral at prices less than the
amount borrowed.

If we default under our financing facilities, our lenders could force us to liquidate the collateral. If the value of the
collateral is less than the amount borrowed, we could be required to pay the difference in cash. Furthermore, if we
default under one facility, it would generally cause a defauit under our other facilities. If we were to declare bankruptcy,
some of our reverse repurchase agreements may obtain special treatment and our creditors would then be allowed to
liquidate the collateral without any delay. On the other hand, if a lender with whom we have a reverse repurchase
agreement declares bankruptcy, we might experience difficulty repurchasing our collateral, or enforcing our claim for
damages, and it is possible that our claim could be repudiated and we .could be treated as an unsecured creditor. If this
occurs, our claims would be subject to significant delay and we may receive substantially less than our actual damages
or nothing at all.

If we are forced to liquidate we may have few unpledged assets for distribution to unsecured creditors.

We have pledged a substantial portion of our assets to secure the repayment of CMOs issued in securitizations, our
financing facilities and our other borrowings. We will also pledge substantially all of our current and future mortgages
to secure borrowings pending their securitization or sale. The cash flows we receive from our investments that have not
yet been distributed, pledged or used to acquire mortgages or other investments may be the only unpledged assets
available to our unsecured creditors and you if our Company was liquidated.

I);terestérate fluctuations may adversely affect our operating results.

B i Our operations, .as a mortgage loan acquirer and originator or a warehouse lender, may be adversely affected by

n§mg and-falling interest rates. Higher interest rates may discourage potential borrowers from refinancing mortgages,

_-borrowing to purchase homes or seeking second mortgages. This may decrease the amount of mortgages available to be
! f:jguired or originated by our mortgage operations and decrease the demand for warehouse financing provided by our

~ whtehouse lending operations. If short-term interest rates exceed long-term interest rates, there is a higher risk of

; increased loan prepayments, as borrowers may seek to refinance their fixed and adjustable rate mortgages at lower long-
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term fixed interest rates. Increased loan prepayments could lead to a reduction in the number of loans in our investment
portfolio and reduce our net interest income. '

We are subject to the risk of rising mortgage interest rates between the time we commit to purchase mortgages at a
fixed price through the issuance of individual, bulk or other rate-locks and the time we sell or securitize those
mortgages. An increase in interest rates will generally result in a decrease in the market value of mortgages that we have
committed to purchase at a fixed price, but have not been sold or securitized or have not been properly hedged. As a
result, we may record a smaller gain, or even a loss, upon the sale or securitization of those mortgages.

We may experience losses if our liabilities re-price at different rates than our assets.

Our principal source of revenue is net interest income or net interest spread from our investment portfolio, which is
the difference between the interest we earn on our interest earning assets and the interest we pay on our interest bearing
liabilities. The rates we pay on our borrowings are independent of the rates we eamn on our assets and may be subject to
more frequent periodic rate adjustments. Therefore, we could experience a decrease in net interest income or a net
interest loss because the interest rates on our borrowings could increase faster than the interest rates on our assets. If our
net interest spread becomes negative, we will be paying more interest on our borrowings than we will be earning on our
assets and we will be exposed to a risk of loss.

Additionally, the rates paid on our borrowings and the rates received on our assets may be based upon different
indices. If the index used to determine the rate on our borrowings, typically one-month LIBOR, increases faster than the
indices used to determine the rates on our assets, such as six-month LIBOR or the prime rate, we will experience a
declining net interest spread, which will have a negative effect on our profitability, and may resuit in losses.

An increase in our adjustable interest rate borrowings may decrease the net interest margin on our adjustable rate
mortgages.

Our long-term investment portfolio includes mortgages that are hybrid ARMs. These are mortgages with fixed
interest rates for an initial period of time, after which they begin bearing interest based upon short-term interest rate
indices and adjust periodically. We generally fund mortgages with adjustable interest rate borrowings having interest
rates that are indexed to short-term interest rates and adjust periodically at various intervals. To the extent that there is
an increase in the interest rate index used to determine our adjustable interest rate borrowings and that increase is not
offset by a corresponding increase in the rates at which interest accrues on our assets or by various interest rate hedges
that we have in place at any given time, our net interest margin will decrease or become negative. We may suffer a net
interest loss on our adjustable rate mortgages that have interest rate caps if the interest rates on our related borrowings
increase.

Adjustable rate mortgages typically have interest rate caps, which limit interest rates charged to the borrower
during any given period. Our borrowings are not subject to similar restrictions. As a result, in a period of rapidly
increasing interest rates, the interest rates we pay on our borrowings could increase without limitation, while the interest
rates we earn on our adjustable rate mortgage assets would be capped. If this occurs, our net interest spread could be
significantly reduced or we could suffer a net interest loss.

Increased levels of prepayments of owr adjustable rate mortgages may accelerate our expenses and decrease our net
income.

.

Mortgage prepayments generally increase on our adjustable rate mortgages when fixed mortgage interest rates fall
below the then-current interest rates on outstanding adjustable rate mortgages. Prepayments on mortgages are also
affected by the terms and credit grades of the mortgages, conditions in the housing and financial markets and general
economic conditions. If we acquire mortgages at a premium and they are subsequently repaid, we must expense the
i unamortized premium at the time of the prepayment. We could possibly lose the opportunity to earn interest at a higher
iis..-.... rate over the expected life of the mortgage. Also, if prepayments on our adjustable rate mortgages increase when
i dinterest rates are declining, our net interest income may decrease if we cannot reinvest the prepayments in mortgage

" assets bearing comparable rates. Prepayments on fixed rate mortgages will also decrease our net interest income when
intetest rates are declining. e
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this, we assume the potential risk of increased delinquency rates and/or credit losses as well as interest rate risk.
Additionally, the combination of different underwriting criteria and higher rates of interest leads to greater risk,
including higher prepayment rates and higher delinquency rates and/or credit losses.

Lending to Alt-A borrowers may expose us to a higher risk of delinquencies, foreclosures and losses.

As a lender of Alt-A mortgages, our market includes borrowers who may be unable to obtain mortgage financing
from conventional mortgage sources. Mortgages made to such Alt-A borrowers generally entail a higher risk of
delinquency and higher losses than mortgages made to borrowers who utilize conventional mortgage sources.
Delinquency, foreclosures and losses generally increase during economic slowdowns or recessions. The actual risk of
- -delinquencies, foreclosures-and-losses on mortgages made to” Alt-A borrowers cotild be higher under adverse economic™
conditions than those currently experienced in the mortgage lending industry in general.

Further, any material decline in real estate values ifcreases the loan-to-value ratios of mortgages previously made
by us, thereby weakening collateral coverage and increasing the possibility of a loss in the event of a borrower default.
Any sustained period of increased delinquencies, foreclosures or losses after the mortgages are sold could adversely
affect the pricing of our future loan sales and our ability to sell or securitize our mortgages in the future. In the past,
certain of these factors have caused revenues and net income of many participants in the mortgage industry, including
us, to fluctuate from quarter to quarter.

Our use of second mortgages exposes us to greater credit risks.

Our security interest in the property securing second mortgages is subordinated to the interest of the first mortgage
holder and the second mortgages have a higher combined loan-to-value ratio than does the first mortgage. If the value
of the property is equal to or less than the amount needed to repay the borrower’s obligation to the first mortgage holder
upon foreclosure, our second mortgage loan will not be repaid.

The geographic concentration of our mortgages increases our exposure to risks in those areas.

We do not set limitations on the percentage of our mortgage asset portfolio composed of properties located in any
one area (whether by state, zip code or other geographic measure). Concentration in any one area increases our exposure
to the economic and natural hazard risks associated with that area. Historically, a majority of our mortgage acquisitions
and originations by the mortgage operations and mortgages held for investment by our long term investment operations
were secured by properties in California and, to a lesser extent, Florida. For instance, certain parts of California have
experienced an economic downturn in past years and California and Florida have suffered the effects of certain natural
hazards. Declines in those residential real estate markets may reduce the values of the properties collateralizing the
mortgages, increase foreclosures and losses and have material adverse effect oni our results of operations or financial

condition.

Furthermore, if borrowers are not insured for natural disasters, which are typically not covered by standard hazard
" ihsurance:policies, then they may not be able to repair the property or may stop paying their mortgages if the property is
_damaged. This would cause increased foreclosures and decrease our ability to recover losses on properties affected by
. suich disasters. This would have a material adverse effect on our results of operations or financial condition.

: Répresentations and warranties made by us in our loan sales and securitizations may subject us to liability.

1+ In’ connection with our securitizations, we transfer mortgages acquired and originated by us into a trust in exchange
or,qash and, in the case of a CMO, residual certificates issued by the trust. The trustee will have recourse to us with
"ct,to the breach of the standard representations and warranties made by us at the tlme such mortgages are

gnts that generally provide for recourse by the purchaser against us in the event of a breach of one of our

fis : recelvd eﬁ'om the people from whom we acquired or originated the mortgages. However in some cases, the remedies

' tétlons or warranties, any fraud or misrepresentation during the mortgage origination process, or upon early
i such mortgage. We generally limit the potential remedies of such purchasers to the potential remedies we




remedies we have against our customers. Furthermore, if we discover, prior to the sale or transfer of a loan, thatthere is
any fraud or misrepresentation with respect to the mortgage and the originator fails to repurchase the mortgage, then we
may not be able to sell the mortgage or we may have to sell the mortgage only at a discount.

In the ordinary course of our business, we are subject to claims made against us by borrowers and trustees in our
securitizations arising from, among other things, losses that are claimed to have been incurred as a result of alleged
breaches of fiduciary obligations, misrepresentations, errors and omissions of our employees, officers and agents
(including our appraisers), incomplete documentation and our failure to comply with various laws and regulations
applicable to our business. Any claims asserted against us may result in legal expenses or liabilities that could have a
material adverse effect on our results of operations or financial condition. ”

We face conflicts of interests based on the ownership of the voting stock of Impac Funding Corporation by certain
officers and directors of Impac Mortgage Holdings, Inc. ' '

We are subject to conflicts of interest arising from our relationship with Impac Mortgage Holdings, Inc., our long-
term investment operations, Impac Funding Corporation, our mortgage operations, and their officers and directors. Our
long-term investment operations acquires Alt-A mortgages from our mortgage operations. Impac Mortgage Holdings,
Inc. owns all of the preferred stock, and 99% of the economic interest in, Impac Funding Corporation. Joseph R.
Tomkinson, our Chairman and Chief Executive Officer, William S. Ashmore, our Chief Operating Officer, President
and a director, and Richard J. Johnson, our Executive Vice President and Chief Financial Officer, are holders of all of
the outstanding voting stock of, and 1% of the economic interest in, Impac Funding Corporation. They have the right to
elect all directors of Impac Funding Corporation and the ability to control the outcome of all matters for which the
consent of the holders of the common stock of Impac Funding Corporation is required. Messer’s Tomkinson, Ashmore
and Johnson are also the sole directors of Impac Funding Corporation. Decisions made by these officers at one company
may be at conflict with and have an adverse affect on the operations of the other. We are currently negotiating with
management to purchase the common shares of Impac Funding Corporation, however, we cannot assure you that terms
will be agreed upon or that a transaction will be completed.

A substantial interruption in our use of iDASLg2 may adversely affect our level of mortgage loan acquisitions and
- originations.

: We utilize the Internet in our business principally for the implementation of our automated mortgage origination
. program, iDASLg2, which stands for the second generation of Impac Direct Access System for Lending. iDASLg2
i allows our customers to pre-qualify borrowers for various mortgage programs based on criteria requested from the
. borrower and renders an automated underwriting decision by issuing an approval of the mortgage loan or a referral for
: further review or additional information. Substantially, all of our correspondents submit mortgages through iDASLg2
and all wholesale mortgages delivered by mortgage brokers are directly underwritten through the use of iDASLg2.
iDASLg2 may be interrupted if the Internet experiences periods of poor performance, if our computer systems or the
stems of our third-party service providers contain defects, or if customers are reluctant to use or have inadequate
nnectivity: to the Internet. Increased government regulation of the Internet could also adversely affect our use of the
Internet in ainanticipated ways and discourage our customers from using our services. If our ability to use the Internet
in:providing our services is impaired, our ability to originate or acquire mortgages on an automated basis could be
delayed or réduced. Furthermore, we rely on a third party hosting company in connection with the use of iDASLg2. If
the third party hosting company fails for any reason, and adequate back-up is not implemented in 2 timely manner, it
inay delay and reduce those mortgage acquisitions and originations done through iDASLg2. Any substantial delay and
Seduction in'our, mortgage acquisitions and originations will reduce our net earnings for the applicable period.
R IR
o risks;of operational failure that are beyond our control.

’m‘a‘i‘l‘%all of" our operations afe located in Newport Beach, California and San Diego, California. Our systems
ons are. vilnerable to damage and interruption from fire, flood, telecommunications failure, break-ins,

d" milar ‘events. Our operations may also be interrupted by power disruptions, including rolling black-

iniCalifornja due to power shortages. We do not maintain alternative power sources. Furthermore, our

ity IP&C Tifs may be inadequate to prevent security breaches to our computer systems, including from computer
ke 1 . o . . . . . .
‘gqlecﬁqq;c:break-ms:and similar disruptions. Such security breaches or operational failures could expose us to

ir-our operations, result in losses, and harm our reputation.

S N
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Competition for mortgages is intense and may adversely affect our operations.

We compete in acquiring and originating Alt-A mortgages and issuing mortgage-backed securities with other
mortgage conduit programs, investment banking firms, savings and loan associations, banks, thrift and loan
associations, finance companies, mortgage bankers, insurance companies, other lenders, and other entities purchasing
mortgage assets.

We also face intense éompetition from Internet-based lending companies where entry barriers are relatively low.
Some of our competitors are much larger than we are, have better name recognition than we do, and have far greater
financial and other resources. Government-sponsored entities, in particular Fannie Mae and Freddie Mac ac, are also

»+= - ~-—=-—expanding their participation in the Alt-A Tortgage mdustry “These govemment-sponsdre-& entities have a size and cost-
of-funds advantage over us that allows them to price mortgages at lower rates than we are able to offer. This
phenomenon may seriously destabilize the Alt-A mortgage industry. In addition, if as a result of their less-conservative,
risk-adjusted pricing these government-sponsored entiti€s experience significantly higher-than-expected losses, it would
likely adversely affect overall investor perception of the Alt-A mortgage industry because the losses would be made
public due to the reporting obligations of these entities.

The intense competition in the Alt-A mortgage industry has also led to rapid technological developments, evolving
industry standards and frequent releases of new products and enhancements. As mortgage products are offered more
widely through alternative distribution channels, such as the Internet, we may be required to make significant changes
to our current retail and wholesale structure and information systems to compete effectively. Our inability to continue
enhancing our current Internet capabilities, or to adapt to other technological changes in the industry, could have a
material adverse effect on our business, financial condition, liquidity and results of operations.

The need to maintain mortgage loan volume in this competitive environment creates a risk of price competition in

the Alt-A mortgage industry. Competition in the industry can take many forms, including interest rates and costs of a

loan, less stringent underwriting standards, convenience in obtaining a loan, customer service, amount and term of a

loan and marketing and distribution channels. Price competition would lower the interest rates that we are able to

o charge borrowers, which would lower our interest income. Price-cutting or discounting reduces profits and will depress

g earnings if sustained for any length of time. If our competition uses less stringent underwriting standards we will be

; pressured to do so as well, resulting in greater loan risk without being able to price for that greater risk. Our competitors

may lower their underwriting standards to increase their market share. If we do not relax underwriting standards in the

4] [ facé of competition, we may lose market share. Increased competition may also reduce the volume of our loan

P ongmatlons and acquisitions. Any increase in these pricing and credit pressures could have a material adverse effect on
e j : Pur business, financial condition, liquidity and results of operations.

(:We are exposed to potential credit losses in providing warehouse financing.

{ Eg As a warehouse lender, we lend money to mortgage bankers on a secured basis and we are subject to the risks
ssociated with lending to mortgage bankers, including the risks of fraud, borrower default and bankruptcy, any of
hch could result in credit losses for us. Our claims as a secured lender in a bankruptcy proceeding may be subject to

tment and delay.

é*may not pay dividends to stockholders.
H ﬁi, il fod
é REIT provisions of the Internal Revenue Code generally require that we annually distribute to our stockholders at

ist 90% of all of our taxable income. These provisions restrict our ability to retain earnings and thereby renew capital

Pt i ety B

L oanbusmess activities. We may decide at a future date to terminate our REIT status, which would cause us to be
| E" ed : the;corporate levels and cease paying regular dividends. :
a1} g LR R

_ addition; for any year that we do not generate taxable income, we are not required to declare and pay dividends
fhaintain’ our REIT status. For instance, due to losses incurred in 2000, we did not declare any dividends from
' belf 2000 1mtil September 2001.

BRI

&.To date, a portxon of our taxable income and cash flow has been attributable to our receipt of dividend distributions
Afrém [FC. IFC is not a REIT and is not, therefore, subject to the above-described REIT distribution requirements.
i ecause IFC is seeking to retain earnings to fund the future growth of our mortgage operations business, its board of
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directors may decide that IFC should cease making dividend distributions in the future. This would materially reduce
the amount of our taxable income and in turn, would reduce the amount we would be required to distribute as dividends.

If we fail to maintain our REIT status, we may be subject to taxation as a regular corporation.
We believe that we have operated and intend to continue to operate in a manner that enables us to meet the
requirements for qualification as a REIT for federal income tax purposes. We have not requested, and do not plan to

request, a ruling from the Internal Revenue Service that we qualify as a REIT.

Moreover, no assurance can be given that legislation, new regulations, administrative interpretations or court

~ decisions- will:not-significantly- change-the-tax-laws-with-respect-to-qualification-as-a-REIT. .or. the_federal income.tax . .

consequences of such qualification. Our continued qualification as a REIT will depend on our satisfaction of certain
asset, income, organizational and stockholder ownership requirements on a continuing basis.
»

If we fail to qualify as a REIT, we would not be allowed a deduction for distributions to stockholders in computing
our taxable income and would be subject to federal income tax at regular corporate rates. We also may be subject to the
federal alternative minimum tax. Unless we are entitled to relief under specific statutory provisions, we could not elect
to be taxed as a REIT for four taxable years following the year during which we were disqualified. Therefore, if we lose
our REIT status, the funds available for distribution to you would be reduced substantially for each of the years
involved. Failure to qualify as a REIT could adversely affect the value of our common stock.

Delayed mortgage loan sales or securitization closings could have a material adverse affect on our operations.

A delay in closing a particular mortgage sale or securitization would increase our exposure to interest rate
fluctuations by lengthening the period during which our variable rate borrowings under our warehouse facilities are
outstanding. Any disruption in our ability to complete securitizations may require us to utilize other sources of
financing, which, if available at all, may be on unfavorable terms. If we were unable to sell a sufficient number of
mortgages at a premium during a particular reporting period, our revenues for that period would decline, which could
have a material adverse affect on our operations.

Our share prices have been and may continue to be volatile.

*‘Historically, the ‘market price of our common stock has been volatile. During 2002 our stock reached a high of
$13: :48 per share on June 28, 2002 and a low of $7.80 on February 1, 2002. The market price of our common stock is
likely to continue to be highly volatile and could be significantly affected by factors including:

o the amount of dividends paid; -
- availability of liquidity in the securitization market;
- lpan sale pricing;

3

calls | by warehouse lenders or changes in warehouse lending rates;
i1
3

ﬁnannmpated fluctuations in our operating resuits;

epay;nengs;. on mortgages;

B . o
, ,;igniﬁcant price and volume fluctuations in the stock market have particularly affected the market
the common stock of mortgage REIT companies such as ours. These broad market fluctuations have
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adversely affected and may continue to adversely affect the market price of our con common stock. If our_results_of -

operations fail to meet-the expectations of securities analysts or investors in a future quarter, “the market price of our
common stock could also be materially adversely affected and we may experience difficulty in raising capital.

If actual prepayments or defaults with respect to mortgages serviced occurs more quickly than originally assumed, the
value of our mortgage servicing rights would be subject to downward adjustment.

When we purchase mortgages that include the associated servicing rights, the allocated cost of the servicing rights
is reflected on our financial statements as mortgage servicing rights. To determine the fair value of these servicing
rights, we use assumptions to estimate future net servicing income.including projected discount rates, mortgage loan
prépayments and credit losses. If actual prepayments or defaults with respect-to-loans serviced occur more-quickly than™
~Wweé originally assumed, we would have to reduce the carrying value of our mortgage servicing rights. We do not know if
our assumptions will prove correct. . :

3
Qur operating results may be adversely affected by the results of our hedging activities.

To offset the risks associated with our mortgage operations, we enter into transactions designed to hedge our
interest rate risks. To offset the risks associated with our long-term investment operations, we attempt to match the
interest rate sensitivities of our adjustable rate mortgage assets held for investment with the associated financing
liabilities. Our management determines the nature and quantity of the hedging transactions based on various factors,
including market conditions and the expected volume of mortgage loan purchases. We do not limit management’s use
of certain instruments in such hedging transactions. While we believe that we properly hedge our interest rate risk, we
may not, and in some cases will not, be permitted to use hedge accounting as established by FASB under the provisions
of SFAS 133 to account for our hedging activities. The effect of our hedging strategy may result in some volatility in
our quarterly earnings as interest rates go up or down. It is possible that there will be periods during which we will incur
losses after the accounting for our hedging activities. In addition, if the counter parties to our hedging transactions are
unable to perform according to the terms of the contracts, we may incur losses. While we believe we properly hedge our
interest rate risk, we cannot assure you that our hedging transactions will offset the risk of adverse changes in net
interest margins.

A reduction in the demand for residential mortgages and our Alt-A loan products may adversely affect our operations.

. ;The avallablhty of sufficient mortgages meetmg our criteria is dependent in part upon the size and level of activity
m the residential real estate lending market and, in particular, the demand for Alt-A mortgages, which is affected by:

e interest rates;

e national economic conditions;
L fresidez‘ltial property values; and
; régulatory fcmd tz;xdevelopments.

) Ifour»mortgage purchases decrease, we will have:

dpcreased economies of scale;
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Our delinquency ratios and our performance may be adversely affected by the performance of parties who sub-service
our mortgages. S - ’

We contract with third-party sub-servicers for the sub-servicing of all the mortgages in which we retain servicing
rights, including those in our securitizations. Our operations are subject to risks associated with inadequate or untimely
servicing. Poor performance by a sub-servicer may result in greater than expected delinquencies and losses on our
mortgages. A substantial increase in our delinquency or foreclosure rate could adversely affect our ability to access the
capital and secondary markets for our financing needs. Also, with respect to mortgages subject to a securitization,
greater delinquencies would adversely impact the value of any interest-only, equity interest, principal-only and
subordinated securities we hold in connection with that securitization. .

In a securitization, relevant agreements permit us to be termmated as servicer or master servicer under specific
conditions described in these agreements, such as the failure of a sub-servicer to perform certain functions within
specific time periods. If; as a result of a sub-servicer’s failure to perform adequately, we were terminated as servicer of a
securitization, the value of any servicing rights held by us would be adversely affected.

Potential characterization of distributions or gain on sale as unrelated business taxable income to tax-exempt investors.

If (1) all or a portion of our assets are subject to the rules relating to taxable mortgage pools, (2) we are a “pension-
held REIT,” (3) a tax-exempt stockholder has incurred debt to purchase or hold our common stock, or (4) the residual
REMIC interests we buy generate “excess inclusion income,” then a portion of the distributions to and, in the case of a
stockholder described in (3), gains realized on the sale of common stock by such tax-exempt stockholder may be subject
to Federal income tax as unrelated business taxable income under the Internal Revenue Code.

Classification as a taxable mortgage pool could subject us or certain of our shareholders to increased taxation.

If we have borrowings with two or more maturities and, (1) those borrowings are secured by mortgages or
mortgage-backed securities and, (2) the payments made on the borrowings are related to the payments received on the
underlying assets, then the borrowings and the pool of mortgages or mortgage-backed securities to which such
borrowings relate may be classified as a taxable mortgage pool under the Internal Revenue Code. If any part of our
Company were to be treated as a taxable mortgage pool, then our REIT status would not be impaired, but a portion of
the taxable income we recognize may, under regulations to be issued by the Treasury Department, be characterized as
*texcess inclusion” income and allocated among our stockholders to the extent of and generally in proportion to the
‘distributions we make to each stockholder. Any excess inclusion income would:

not be allowed to be offset by a stockholder’s net operating losses;

R -

fb’e' Subject to ataxas unrelated business income if a stockholder were a tax-exempt stockholder;

"i:}m

’l?e sub]ect to the application of federal income tax withholding at the maximum rate (thhout reduction for any
therwme apphcable income tax treaty) with respect to amounts allocable to foreign stockholders; and

S ¢1u51pn mcome ‘relates to stock held by dxsquahﬁed organizations (generally, tax-exempt companies not
; :: subject to tax on unrelated business income, including governmental organizations).

ST \
subject to  fines or other penalities based upon the conduct of our independent brokers or correspondents.

':}r’?rtgage brokers and correspondents from which we obtain loans have parallel and separate lega] obhgatxons
ey aré subject. While these laws may not explicitly hold the originating lenders responsible for the legal
of ;por!gage brokers, increasingly federal and state agencies have sought to impose such liability. Previously,

1 ».‘?i REM

le, the United States Federal Trade Commission, or “FTC,” entered into a settlement agreement with a
é lender where the FTC characterized a broker that had placed all of its loan production with a single lender as

nt” of the lender; the FTC imposed a fine on the lender in part because, as “principal,” the lender was legally
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responsible for the mortgage broker’s unfair and deceptive acts and practices. The Umted States Justice Department in
the past has sought to hold a sub-prime mortgage lender responsible for the pricing practices of its mortgage brokers,
alleging that the mortgage lender was directly responsible for the total fees and charges paid by the borrower under the
Fair Housing Act even if the lender neither dictated what the mortgage broker could charge nor kept the money for its
own account. Accordingly, we may be subject to fines or other penaltles based upon the conduct of our independent
mortgage brokers or correspondents.

Afier July 1, 2003 we may no longer be able to rely on the Alternative Mortgage Transactions Parity Act to preempt
certain state law restrictions on prepayment penalties, which may cause us to be unable to compete effectively with
financial institutions that are exempt from such restrictions on ARMs. -
- o-= - == The value of a mortg*ge > depends, in part, upon ‘the expected period of tune that the mortgage wxll be outstandmg if
' a borrower pays off a mortgage in advance of this expected period, the holder of the mortgage does not realize the full
value expected to be received from the mortgage. A prepayment penalty payable by a borrower who repays a mortgage
earlier than expected helps discourage such a prepayment or helps offset the reduction in value resulting from the early
payoff. Prepayment penalties are an important feature on the mortgages we acquire or originate.

Certain state laws restrict or prohibit prepayment penalties on mortgages. We have historically relied on the federal
Alternative Mortgage Transactions Parity Act, or the “Parity Act,” and related regulations issued by the Office of Thrift
Supervision, or “OTS,” to preempt state limitations on prepayment penalties on ARMs. The Parity Act was enacted to
extend to financial institutions other than federally chartered depository institutions the federal preemption which
federally chartered depository institutions enjoy. However, on September 25, 2002, the OTS issued final regulations that
reduce the scope of the Parity Act preemption. The OTS subsequently delayed the effective date of the final regulations
until July 1, 2003. The National Home Equity Mortgage Association has filed a lawsuit against the OTS challenging
the OTS’s authority to issue the regulations. Unless the court determines prior to July 1, 2003 that the regulations were
not validly issued on that date, we will no longer be able to rely on the Parity Act to preempt state restrictions on
prepayment penalties. The elimination of this federal preemption could have a material adverse affect on our ability to
compete effectively with financial institutions that will continue to enjoy federal preemption of state restrictions on
prepayment penalties on ARMs.

Our operations may be adversely affected if we are subject to the Investment Company Act.

‘ We intend to conduct our business at ali times so as not to become regulated as an investment company under the
~ Investment Company Act. The Investment Company Act exempts entities that are primarily engaged in the business of
purchasing or otherwise acquiring mortgages and other liens on and interests in real estate.

... In order to qualify for this exemption we must maintain at least 55% of our assets directly in mortgages, qualifying
: "'pass-through certificates and certain other qualifying interests in real estate. Our ownership of certain mortgage assets
., may be limited by the provisions of the Investment Company Act. If the Securities and Exchange Commission adopts a
,ontrary mterpretatlon with respect to these securities or otherwise believes we do not satisfy the above exception, we
; ould be? requlred to restructure our activities or sell certain of our assets. To insure that we continue to qualify for the

i exemptlon we may be requiréd at times to adopt less efficient methods of financing certain of our mortgage assets and
1y iwe may be. precluded from acquiring certain types of higher-yielding mortgage assets. The net effect of these factors

+{- - will be to lower at times our net interest income. If we. fail to quahfy for exemption from registration as an mvestment

. i,
1y lect to mcrease our capital resources by making additional public or private offerings of securities in the
di ‘inot know

al’ Iz percelved effect of these offerings;

NRER Hi‘; e 4
thé aﬂ 1on of the book value or earnings per share of our securities then outstanding; and

i
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o the effect on the market price of our securities then outstanding,

Sales of additional common stock may adversely affect its market price.

To sustain our growth strategy we intend to raise capital through the sale of equity. The sale or the proposed sale of
substantial amounts of our common stock in the public market could materially adversely affect the market price of our
common stock or other outstanding securities. In December 2001 we filed a shelf registration statement with the SEC,
which allows us to sell up to $300.0 million of securities, including common stock, preferred stock, debt securities and
warrants. As of February 28, 2003 we have sold 16,976,082 shares of common stock from our shelf registration
statement and we may sell additional securities from the shelf registration statement in the future. We have also
registered an aggregate of 2,120,069 shares of common stock in connection with our 2001 Stock Option, Deferred Stock
and Restricted Stock Plan, and pursuant to the terms of the plan, approved an increase of 1,500,000 authorized shares,
which we plan to register. As of February 28, 2003, our 1995 Stock Option, Deferred Stock and Restricted Stock Plan
had 67,390 shares reserved and available for issuance and that were registered. The sale of a large amount of shares or
the perception that such sales may occur, could adversely affect the market price for our common stock or other
outstanding securities.

New regulatory laws affecting the morigage industry may increase our costs and decrease our mortgage origination
and acquisition.

The regulatory environments in which we operate have an impact on the activities in which we may engage, how
the activities may be carried out, and the profitability of those activities. Therefore, changes to laws, regulations or
regulatory policies can affect whether and to what extent we are able to operate profitably. For example, proposed state
and federal legislation targeted at predatory lending could have the unintended consequence of raising the cost or
otherwise reducing the availability of mortgage credit for those potential borrowers with less than prime- quality credit
histories, thereby resulting in a reduction of otherwise legitimate Alt-A lending opportunities. We cannot provide any
assurance that these proposed laws, rules and regulations, or other similar laws, rules or regulations, will not be adopted
in the future. Adoption of these laws and regulations could have a material adverse impact on our business by
substantially increasing the costs of compliance with a variety of inconsistent federal, state and local rules, or by
restricting our ability to charge rates and fees adequate to compensate us for the risk associated with certain loans.

We are a defendant in purported class actions and may not prevail in these matters.

Class action lawsuits and regulatory actions alleging improper marketing practices, abusive loan terms and fees,

disclosure’ violations, improper yield spread premiums and other matters are risks faced by all mortgage originators,
" particularly those in the Alt-A market. We are a defendant in four purported class actions, (including an action that was
[#11 dismissed biit there has been a notice of an appeal) pending in four different states. All ailege generally that the loan
LI ‘ongmator improperly charged fees in violation of various state lending or consumer protection laws in connection with
SRR ﬁgages that'we acquired. Although the suits are not identical, they generally seek unspecxﬁed compensatory

ges,, punitive damages, pre- and post-judgment interest, costs and expenses and rescission of the mortgages, as
-as-a return of any improperly collected fees. These actions are in the early stages of litigation and, accordingly, it is
cult to predict the outcome of these matters. We believe we have meritorious defenses to the actions and intend to

" f r:id;a"gainst; them vigorously; however, an adverse judgment in any of these matters could have a material adverse

‘zchai’te'r limits ownership of our capital stock by any single stockholder to 9.5% of our outstanding shares unless
the board of directors. Our board of directors may increase the 9.5% ownership limit. In addition, to the
£i60 Nefent Jwvith.the REIT provisions of the Internal Revenue Code, our board of directors may, pursuant to our
S indﬁrpqratlon, waive the 9.5% ownership limit for a stockholder or purchaser of our stock. In order to waive
W ip-Jimit-our-beard- of directors must require the stockholder requesting the waiver to provide certain
mxs_&to the Company,to ensure compliance with the REIT provisions of the Internal Revenue Code. Our
prohjpits anyone- from buymg shares if the purchase would result in us losing our REIT status. This could
aighare; transaction results in fewer than 100 persons owning all of our shares or in five or fewer persons,

! g certam broad attnbutlon rules of the Internal Revenue Code, owning more than 50% (by value) of our shares.
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If you or anyone else acquires shares in excess of the ownership limit or m violation of the ownership requirements of
the Internal Revenue Code for REITs, we:

s will consider the transfer to be null and void;
¢  will not reflect the transaction on our books;

e may institute legal action to enjoin the transaction;

s will not pay dividends or other distributions with respect to those shares;

will not recogmze any votmg rights for those shares,
¢ may redeem the shares; and | 'ﬁl‘-,
¢  will consider the shares held in trust for the benefit of a charitable beneficiary as designated by us.
The trustee shall sell the shares held in trust and the owner of the excess shares will be entitled to the lesser of:
(a) the price paid by the owner;

(b) if the owner did not purchase for the excess shares, the closing price for the shares on the national securities
exchange on which the Company is listed on the day of the event causing the shares to be held in trust; or

(c) the price received by the trustee from the sale of the shares.

Limitations on acquisition and change in control ownership limit,

The 9.5% ownership limit discussed above may have the effect of precluding acquisition of control of our
Company by a third party without consent of our board of directors.

ITEM 2. PROPERTIES

; Our pnmary executive and administrative offices are located in Newport Beach, California where we have a 10-
year lease, expiring May 2008 to use approximately 74,000 square feet of office space. The mortgage operations has
o(her offices located in various states with lease terms ranging from month to month or one to two years with square
sl footage ranging from. approxunately 93 square feet to approximately 1,185 square feet. NFS has offices in San Diego

. w;th lease terms expiring in March 2004 for approximately 21,000 square feet of office space. We believe that these
will adequately provide. for the near-term future growth needs of the long-term investment operations,
g€ operanons and warehouse lending operations.

- LEGAL PROCEEDINGS

member 1, 2000, a complaint captioned Michael P, and Shellie Gilmor v. Preferred Credit Corporation and
umg ‘Corporation, et al. was filed in the Circuit Court for Clay County, Missouri, Case No. CV100-4263-CC,
rted class action lawsuit alleging that the defendants violated Missouri’s Second Loans Act and
i mgiPractxces Act. In July 2001 the Missouri complaint was amended to include IMH and other Impac-
" eas.i A plaintiffs class was certified on January 2, 2003. Plaintiffs have also filed a motion to certify a
élass‘ which'motion will be held in abeyance pending resolution by the Missouri Supreme Court of certain
¢{atin glio the applicable statute of limitations. On August 2, 2001, a complaint captioned Frazier, et al. v.

redli f&i.al‘,gwase.ﬁled in the Circuit Court of Tennessee for the Thirtieth Judicial District at Memphis, Case
;,‘624101 'This case was subsequently removed to federal court, Case No. 01-2714 (W.D. Tenn). This was
a8 pmported class action lawsuit alleging violations of Tennessee’s usury statute and Consumer Protection
g3l 2002 the matter was dismissed and plaintiffs then filed a motlon for reconmderatnon of the ruling.




Circuit Court of Tennessee for the Thirtieth Judicial District at Memphis, Case No. CT004888-01. This case was
subsequently removed to federal court, Case No. 01-2751 (W.D: Tenn.). -The Street action was also stated as a
purported class action lawsuit alleging violations of Tennessee’s usury statute and Consumer Protection Act, On July
31, 2002, the matter was dismissed and plaintiffs then filed a motion for reconsideration. Plaintiffs’ motion was denied
in its entirety by order dated March 6, 2003. This case is currently dismissed as to all defendants. On October 2, 2001,
a complaint captioned Deborah Searcy, Shirley Walker, et al. vs. Impac Funding Corporation, Impac Mortgage
Holdings, Inc. et. al. was filed in the Wayne County Circuit Court, State of Michigan, as a purported class action lawsuit
alleging that the defendants violated Michigan’s Secondary Mortgage Loan Act, Credit Reform Act and Consumer
Protection Act. In February 2003, the Court granted a motion to accept for filing an amended complaint adding certain
defendants, including an Impac-related entity, and dropping others, including certain Impac-related entities. Service of
- the amended complaint_has not_yet occurred. On October 10, 2001, a complamt captioned Hayes v Impac Funding
Corporation, et al was filed in the Circuit Court of Vanderburgh County, Indiana as Case No. 82C01-0110-CP3580. This
was stated as a purported class action lawsuit alleging a violation of the Indiana Uniform Consumer Credit Code when
the loans were originated. This matter was dismissed and the plaintiffs have noticed an appeal to the Indiana Court of
Appeals. This appeal remains pending. On November 30, 2001, a complaint captioned Garry Lee Skinner and Judy
Cooper Skinner, et al. v. Preferred Credit, et al. was filed in the Superior Court of Durham County, North Carolina as
Case No. 1CV-05596. This is stated as a purported class action alleging a violation of the North Carolina Interest
Statutes and Unfair and Deceptive Trade Practices Act when the secondary mortgage loans were originated by the
defendants. A motion to dismiss the complaint has been filed. This motion remains pending,

All of the purported class action lawsuits are similar in nature in that they allege that the mortgage loan originators
violated the respective state’s statutes by charging excessive fees and costs when making second mortgage loans on
residential real estate. The complaints allege that IFC was a purchaser, and is a holder, along with other Impac-related
entities, of second mortgage loans originated by other lenders. The plaintiffs in the lawsuits are seeking damages that
include disgorgement, restitution, rescission, actual damages, statutory damages, exemplary damages, pre-judgement
interest and punitive damages. No material amount of damages are specified in the complaints.

The Company believes that it has meritorious defenses to the above claims and intends to defend these claims
vigorously. Nevertheless, litigation is uncertain and the Company may not prevail in the lawsuits and can express no
opinion as to its ultimate outcome.

The Company is a party to other litigation and claims, which are normal in the course of its operations. While the
results of such other litigation and claims cannot be predicted with certainty, the Company believes the final outcome of
such other matters will not have a material adverse effect on the Company.

.

S TEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

C ‘No,matters were submitted to the security holders to be voted on during the fourth‘quarter of 2002.

! PART 11
1% "[EM 5. MARKET FOR REGISTRANT’S COMMON EQUITY AND RELATED

STOCKHOLDER MATTERS

Z Our common stock is listed on the American Stock Exchange, or “AMEX,” under the symbol IMH. The following
e summanzes the high, low and closing sales prices for our common stock as reported by the AMEX for the periods

2002 2001

‘ High Low Close High ~ Low Close
iapeneend freeceeeesnrenenee $ 955 § 780 § 942 $ 449 $ 285 § 4.19
............................. 13.48 8.85 13.48 7.25 3.89 7.15

........................................ 13.10 8.16 11.15 8.15 5.76 7.44

..................................... 12.28 9.08 11.50 9.35 6.85 8.50
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~1|(1) -Impac Mortgage Holdings,
it ?tpc first installment of $0.13 was paid on October 15, 2001 to stockholders of record on October 1, 2001, and the second

I .
HiaE
;

On March 26, 2003, the last reported sale price of our common stock on the AMEX was $12.99 per share. As of
March 26, 2003, there were 485 holders of record, including holders who are nominees for an undetermined number of
beneficial owners, of our common stock. - -

Share Repurchase Program. During 2000 our board of directors authorized us to repurchase up to $3.0 million of
our common stock, $0.01 par value, in open market purchases from time to time at the discretion of management; the
timing and extent of the repurchases were dependent on market conditions. During 2001 and 2000 we repurchased
1,015,950 shares of our common stock for $2.3 million. Ali repurchased shares were canceled. During 2002 we did not
repurchase any shares of our common stock.

Stockholder Rights Plan. Refer to “Note R—Stockholder’s Equity” in_the accompanying notes-to the.consolidated.

~ financial statements for Impac Morigage Holdings, Inc.

Securities Authorized for Issuance under Equity C"qmpensation Plans. Refer to Item 12.
Certain Beneficial Owners and Management.”

“Security Ownership of

Dividend Distributions. To maintain our qualification as a REIT, we intend to make annual distributions to
stockholders at an amount that maintains our REIT status in accordance with the Internal Revenue Code, which may not
necessarily equal net earnings as calculated in accordance with generally accepted accounting principles, or “GAAP.”
Our dividend policy is subject to revision at the discretion of the board of directors. All distributions in excess of those
required to maintain our REIT status will be made at the discretion of the board of directors and will depend on our
taxable income, financial condition and other factors as the board of directors deems relevant. The board of directors
has not established a minimum distribution level. Distributions to stockholders will generally be taxable as ordinary
income, although a portion of such distributions may be designated by us as capital gain or may constitute a tax-free
return of capital. We annually furnish to each of our stockholders a statement setting forth distributions paid during the
preceding year and their characterization as ordinary income, capital gain or return of capital. Of the total dividends
paid during 2002 and 2001, none represented a tax-free return of capital. The following table presents our dividends
paid or declared for the periods indicated:

Per Share
Stockholder Dividend
Period Covered : Record Date Amount
Quarter ended September 30, 2001 .....overveervcereeeo October 1, 2001 and $0.25
: November 1, 2001 (1)
..+ . Quarter ended December 31, 2001 .......ovevcrroeosoooosoooooo January 2, 2002 (2) $0.44
o Quarter ended March 31,2002 covueveeeveoeeeeeeene oo April 3, 2002 $0.40
i Quarter ended June 30, 2002 .......cueuurvereeereeeneseeeeeereeees oo July 3, 2002 $0.43
.+Quarter ended September 30, 2002 .............ocoeeeeereoesoeroeooo October 2, 2002 $0.45
- Quarter ended December 31, 2002 .cc...uuuvvernveeenreoreeeeereeeeroooosoooooo January 2, 2003 $0.48
15 S

Inc. declared a dividend of $0.25 per share for the third quarter of 2001 payable in two installments:

- mstallment of SO.,lZ:pelj share was paid on November 15, 2001 to stockholders of record on November 1, 2001,

¢
i

+

nsisted of a regular cash dividend of $0.37 per share and a special cash dividend of $0.07 per share.

. We did not declare a dividend for the quarters ended March 31, 2001 and June 30, 2001,
R EETE I DO

6. SEI;EC_TED CONSOLIDATED FINANCIAL DATA

¢ following selected consolidated statements of operations data for each of the years in the five-year period
ecember 31,2002 and the consolidated balance sheet data for the five-year period ended December 31, 2002
ived: fromtheconsolidated financial statements of Impac Mortgage Holdings, Inc. and Impac Funding
0 “i-‘S‘uch ;?elefc;gd financial data should be read in conjunction with the consolidated financial statements and
es:10;the consolidated financial statements starting on page F-1 and with Item 7. “Management’s Discussion and
sis of Financial Condition and Results of Operations.”

onien, |
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IMPAC MORTGAGE HOLDINGS, INC.

(dollar amounts in thousands, except per share data)

For the year-ended December 31,

2002 2001 2000 1999 1998
Statement of Operations Data: )
Net interest income:
INLErest MCOMIE w...oveeeiererrreearereenrnressectnnrearerennssssnanns $ 226416 $ 156,615 $ 147,079 $ 119,458 $ 163,658
INLETESt EXPENSE . .cuvevienreenisteresiisterensassisseresatonsens 144,807 112,012 124,096 89,795 121,695
Net interest inCOme.............ooevereerennis ‘ 81,609 44,603 22,983 29,663 41,963 -
T *~ Provision forloan Tosses...... e 777 19;848: 16,813 - 18,839 5,547 ---- 4,361
Net interest income after loan loss provision....... 61,761 27,790 4,144 24,116 37,602
Non-interest income:
Equity in net earnings (loss) of IFC.......c.ccooeveennene 17,073 10,912 (1,762) 4,292 (13,876)
Equity in net 10ss of ICH ......cooceceoiieivcncniecrennnn — — — — (998)
Loss on sale of mortgages .......cveveevrrvcrirericercenaene — — — — (3,111)
Gain on sale 0f SECUTIHES.....c.ccvrrererricrrreirerereeienenes — 312 — 93 427
Other INCOME .e...veeeeriereeerarirecersees s reeriesaansasarensons 4,509 6,155 4,275 2,517 4,019
Total non-interest income (108S) -..cc.oveerercrerirernrae 21,582 17,379 2,513 6,902 (13,539
Non-interest expense:
General and administrative and other expenses....... 7,233 6,261 5,500 4,505 5,081
Write-down on securities available-for-sale............. 1,039 2,217 53,576 2,037 14,132
(Gain) loss on disposition of real estate owned....... 154 (1,931) 1,814 2,159 1,707
Mark-to-market loss —~ SFAS 133 ... — 3,821 — - —
Loss on equity investment of ICH ...........ccocerinene — — — — 9,076
Total non-interest EXpense.........coueererccrernrmiereenns 8,426 10,368 60,890 8,701 29,996
Earnings (loss) before extraordinary item and
cumulative effect of change in accounting principle . 74,917 34,801 (54,233) 22,317 (5,933)
; Extraordinary item........ocecvevvvemneeenernrenncsisisnnenens — (1,006) — — —
o Cumulative effect of change in accounting
Y PrNCIPIE. ..ovoveerereceere et — (617) — — —
o ‘Net eamings (1058) c.eeerrerereeneneenrsrsresenrrerieerarassenersnnns $§ 74917 § 33,178 $ (54,233) § 22317 $§ (5,933)
' ‘Net earnings (loss) per share before extraordinary
. item and cumulative effect of change in accounting
3 ‘principle ‘ ‘
C L UBEsIC e ieteeenssteset e rererestsereses e ssnnessnarenrasengrasen $ 1.87 $ 141 § (270) § 083 § (0.25)

$ 184 $ 125 § (2.70) § 076 $  (0.25)

$ 187 § 134 $§ (270) § 083§ (025
$ 1.84 $ .19 § (27008 076 $ (025
3 1.76 § 0.69 § 0.36 $ 048 $ 146
As of December 31,
11 PR 2002 2001 2000 1999 1998
3alance Sheet Data:

/estment securities available-for-sale ............o.c...... $ 26065 $ 32989 $ 36921 $ 93206 $ 93,486
it !ges held-for-investment and CMO collateral... 5,207,216 2,249,246 .1,389,716 1,313,112 1,181,847
AN recewables rerrerarsesseressrssessssresasssanssasnsneraseness 1,140,248 466,649 405,438 197,119 311,571
th mmImpac Fundmg Corporation........cccv...... 20,787 19,126 15,762 .17,372 13,246
EFTOIN AHTTHALES ....ovvevreveemenssrernssssnsseesssssessesssessanann 14,500 14,500 14,500 14,500 17,904
6,551,773 2,854,734 1,898,838 1,675,430 1,665,504
5,041,751 2,151,400 1,291,284 850,817 1,072,316
1,168,029 469,491 398,653 539,687 323,625
6,248,285 2,651,369 1,720,398 1,436,586 1,413,898
303,488 203,365 178,440 238,844 251,606
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IMPAC FUNDING CORPORATION

(dollar amounts in thousands, except Operating Data) -

For the year ended December 31,

2002 ) 2001 2000 1999 1998
Statement of Operations Data:
Net interest income:
Total interest INCOME ..c.c.verrrrrreemencrerrrerreersresesnsens $§ 30393 § 24,175 $ 28,649 $ 21225 8§ 48510
Total iNterest EXPENSE ....coceaverearerrrvsrecnnerererenerssanans 22,125 20,865 30,056 20,953 40,743
Net interest income (EXPENSe) -.....covereerreererannse 8,268 3,3 10 (1 407) 272 7,767
e . Non-interest iInCOME: — —— i - 0 e emes T S
Gain (loss) on sale of MOTtEAgES .....ccovvrvrerevccnas 71,064 46,949 19,727 27,098  (11,663)
Loan servicing income (EXPense) .......ccocurercverriveres - (1,863) 2,140 6,286 5,221 7,071
Gain (loss) on sale of investment securities........... * 1,708 3,710 51 — (706)
Mark-to-market loss on investment securities........ ‘ — — — — (805)
Other INCOME ....ocvvvvveiriecrerieereresrererrensereesresenssnens 432 1,295 1,054 979 420
Total non-interest income (10S8) ....v.evveererevnarns 71,341 54,094 27,118 33,298 (5,683)
Non-interest expense:
General and administrative and other operating
EXDPEISE 1oovenrervesisnseranecsesessaseseresesescasssnensessesss 43,748 28911 19,634 14,965 14,385
Amortization of mortgage servicing rights............ 4,059 4,519 5,179 5,331 6,361
Provision for repurchases .........ccocvuenecininnncivenenns 2,806 3,498 371 385 367
Impairment of mortgage servicing rights............... 855 825 — 1,078 3,722
Write-down of securities available-for-sale........... — — 1,537 4,252 —
Mark-to-market (gain) loss - SFAS 133 ................ (1,700) 346 — — —
Total non-interest EXPense.........coceeeiervrvrserenreres 49,768 38,099 26,721 26,011 24,835
Earnings (loss) before income taxes.........cocoerruevenenes 29,841 19,305 (1,010) 7,559  (22,751)
Income taxes (benefit) ......ccceerveriiricenisicrunnenes 12,595 8,300 770 3,227 (8,738)
Earnings (loss) before cumulative effect of change
in accounting principle ..........covmercererecerceeieecinnns 17,246 11,005 (1,780) 4,332 (14,013)
Cumulative effect of change in accounting
Principlc.....; ........................................................... — 17 — — —
Net €arnings (I085).....eeevererveerersrreescesseraesesssessssasassens $ 17246 $§ 11,022 § (1,780) § 4,332 § (14,013)
As of December 31,
2002 2001 2000 1999 1998
Balance Sheet Data: -
.. Mortgages held-for-sa]e ............................................. $ 495877 $ 174,172 § 275570 § 68,084 § 252,568
8,274 8,468 10,938 15,621 14,062
575,586 239,802 317,163 116,246 313,872
491,383 174,136 266,994 66,125 192,900
— — — 181 67,058
14,500 14,500 14,500 14,500 24,382
Tota} hab1ht1es ................. eessesersierester oo snarabebesseresaas 554,589 220,482 301,242 98,698 301,009
Total shareholders eqmty ......................................... 20,997 19,320 15,921 17,548 12,863
peratlng Da_ a;(in mllllons) 7
.+ |Mortgage aoqmsxﬁons and originations ............c....... $ 5945 § 3,204 $ 2,113 8 1,672 § 2249
* {1Ma: ;;r ser}'gcxlig;portt‘oho at perlod-end 8,694 5,569 4,043 . 2,879 3,714
i ic 2,653 1,754 2,429 2,393 3,714
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

Management’s discussion and analysis of financial condition and results of operations contain certain forward-
looking statements within the meaning of Section 27A of the Securities Act of 1933 and Section 21E of the Securities
Exchange Act of 1934. Refer to Item 1. “—Forward-Looking Statements” for a complete description of forward-
looking statements.

General

All of our busmesses actlvely work together to dehver comprehenswe mortgage investment and lendmg services to
our correspondents, mortgage brokers, retail customers and capital market investors through a wide array of mortgage
loan programs, web-based technology and centralized operatjons so that we can provide high levels of customer service
at low costs per loan. We elected to be taxed as a REIT for federal income tax purposes, which generally allows us to
pass through income to stockholders without payment of federal income tax at the corporate level. Our goal is to
generate consistent reliable income for distribution to our stockholders primarily from the eamings of our core
businesses. Refer to Item 1. “Business” for additional information on our businesses and operating segments.

Critical Accounting Policies

We define critical accounting policies as those that are important to the portrayal of our financial condition and
results of operations and require estimates and assumptions based on our judgment of changing market conditions and
the performance of our assets and liabilities at any given time. In determining which accounting policies meet this
definition, we considered our policies with respect to the valuation of our assets and liabilities and estimates and
assumptions used in determining those valuations. We believe the most critical accounting issues that require the most
complex and difficult judgments and that are particularly susceptible to significant change to our financial condition and
results of operations including the following:

o allowance for loan losses; and

e investment securities.

Allowance for loan losses. In evaluating the adequacy of the allowance for loan losses management takes several

.items into consideration. For instance, a detailed analysis of historical loan performance data is accumulated and
ireviewed. It is analyzed for loss performance and prepayment performance by product type, origination year and

i securitization deal. The results of that analysis are then applied to the current mortgage loan investment portfolio and
1 an estimate is created. In accordance with Statement of Financial Accounting Standards No. 5, management believes
that pooling of mortgages with similar characteristics is an appropriate methodology i in which to evaluate the allowance

portfoho that have not been underwritten within the mortgage operations guidelines. As such, management does not
have historical loss performance data in which to capture and make a specific allowance for those mortgages.
Therefore, management must include an additional loan loss reserve for those mortgages not underwritten within our

c mdlcators that may affect the borrower’s ability to pay, pohtlcal factors and industry StatIStICS From an
there is a wide range of reserve levels that are maintained by our competltors For additional
Xgr provxslon for Joan losses refer to “Financial Condition” below.

set ru‘leS “Investment securities consist primarily of subordinated mortgage-backed securities that are
-for-sale and are therefore recorded at fair market value. Any changes in the fair market value of
tles are reported as a component of accumulated other comprehensive income in stockholders’
the fair value of investment securities available-for-sale, management must estimate future rates
7 nts| prepayment penalties to be received, delinquency rates, constant default rates and default loss
i 'inpact on estimated cash flows. Estimates are based on historical loss data for comparable
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mortgages. Management estimates mortgage prepayments by evaluating historical. prepayment - performance of
comparable mortgages and trends in the industry. Management determines the estimated fair value of the residuals by
discounting the expected cash flows using a discount rate, which it believes is commensurate with the risks involved. If
management’s estimates and assumptions used in determining future cash flows on mortgage-backed securities vary
significantly from actual cash flows, we may be required to record impairment on the mortgage-backed securities,
which would require us to write-down the carrying amount of the mortgage-backed securities through earnings. For
additional information regarding fair valuation of investment securities available-for-sale refer to “Note B—Investment
Securities Available-for-Sale” in the accompanying notes to the consolidated financial statements for Impac Mortgage

Holdings, Inc.

Financial Highlights for 2002 = ~

o  Earnings per share increased 55% to $1.84 coﬂi'pared to $1.19 for 2001;

Estimated taxable income per share increased 53% to $2.10 compared to taxable income of $1.37 for 2001;
s  Total assets increased 128% to $6.6 billion at year-end 2002 from $2.9 billion for the prior year-end;

» Return on average assets and equity was 1.70% and 28.70%, respectively, as compared to 1.48% and 17.40%,
respectively, for 2001;

e Total return to stockholders was 56% based on common stock price appreciation and dividends declared for
2002; and

o  Declared total cash dividends of $1.76 per share compared to $0.69 per share for 2001.

Results of Operations—Impac Mortgage Holdings, Inc.

Net earnings (loss) was $74.9 million, or $1.84 per diluted share, for 2002 compared to $33.2 million, or $1.19 per
diluted share, for 2001 and $(54.2) million, or $(2.70) per diluted share, for 2000. The 2002 year-over-year increase in
net eamings of $41.7 million was primarily due to the following:

' - $37.0 million increase in net interest income; and

: ' e $6.2 million increase in equity in net earnings of IFC. -

a .The 2001 year-over-year increase in net earnings was primarily due to the following:

:.$'5 14 million decrease in write-down of investment securities available-for-sale;

$21 6 mllhon mcrease in net interest income; and

‘$12 7 mllhon increase in equity in net earnings of IFC.

Th’ ’2002 and 2001 year-over-year variances are discussed in further detail below in “Net Interest Income,” “Non-
st Inicome” and “Non-Interest Expense.” :
] : :

L .
e file our. annual tax returns there are certain adjustments that we make to net earnings and taxable income

{dpe 1o i fe enices, in t the nature and extent that revenues and expenses are recognized under the two methods. For
instar )qq‘, t0, galgulate taxable income we can only deduct loan loss provisions to the extent that we incurred actual loan
e ;I' 'ées as compared to net earnings that allows for a complete deduction of loan loss provisions to derive net earnings.

7. S ai RELT we ‘are requn'ed to distribute a minimum of 90% of our annual taxable income to our stockholders. Because
v've bay dmdends based on taxable income, dividends may be more or less than net earnings. After adjusting for our
_snmates of the differences between net earnings and taxable income, estimated taxable income was $85.6 mllhon or
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$2.10 per diluted share, for 2002 compared to $38.3 million, or $1.37 per diluted share, for 2001 and $(54.9) million, or
$(2.58) per diluted share, for 2000. We paid total regular and special cash dividends of $1.72 per share in 2002, which
combined with our tax loss carry-forward, met all of our dividend distribution requirements. As of December 31, 2002
estimated federal and state net operating tax loss carry-forwards were $16.7 million, which expire in the year 2020 and
2010, respectively, that are available to offset future taxable income. Actual net operating tax loss carry-forwards,
which may be used to offset future taxable income, will not be determined until we file our 2002 tax return.

The following table presents a reconciliation of net earnings to estimated taxable income for the periods indicated

(doliars in thousands, except per share amounts):

Adjustments to net earnings (loss):

Net earnings (105S) ..oeveverererensrenesssereresereresssenssssssesssssarasens N

Alternative MiNimMumM taX ......cceererervenrsenssstersrssesesssrrsessensnsens
L.0an 10SS PrOVISION .....cceevrveemsireeerninereneseresressesreseseesesassases
Dividends from IFC .......ccoiieiiinnininenrrtre e e ssernnene
Tax deduction for actual 10an 10SSES ..iccovvueerererrnircerereererennarens
Equity in net earnings of IFC .......ocovvveriniriernieecenerereneeenscns
Other miscellaneous adjustments ........c.cocvvveeecrrrrccrernrirerenenane
Estimated taxable income (1) ....ovcenrenciversicrrnnscsvernrerssrsresesranensns

Estimated taxable income per diluted share (1).........ccocvrerernnrerene

- —=For-the year-ended; December 31, ~—— - ———— .-

2002 2001 2000
$ 74917 S 33,178 $§ (54,233)
— 550 —

19,348 16,813 18,839
12,870 8,894 —
(4,938) (10,211) (17,778)
(17,073) (10,912) (1,762)

— 13 7

$ 85624 $ 38325 § (54,927)
$ 210 8 137 §  (2.58)

(1) Excludes annual tax deductions of approximately $11.0 million for amortization of the termination of our management
agreement, which occurred in 1997, the deduction for dividends paid and the availability of a deduction attributable to net

operating loss carryforwards. N

Net Interest Income

* contractual interest rate levels are reached.

S
T
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We eamn interest income primarily on mortgage assets which include CMO collateral, mortgages held-for-
investment, finance receivables and investment securities available-for-sale, or collectively, “Mortgage Assets,” and, to
a lesser extent, interest income earned on cash and cash equivalents and due from affiliates. Interest expense is
! primarily interest paid on borrowings on Mortgage Assets, which include CMO borrowings, reverse repurchase
-1 agreements and borrowings on investment securities available-for-sale, and, to a lesser extent, interest expense paid on
‘1 due to affiliates and senior subordinated debt. We also receive or make cash payments on derivative instruments as an
; adjustment to the yield on Mortgage Assets or borrowings on Mortgage Assets depending on whether certain specified




The following table summarizes average balance, interest and weighted average yield.on Mortgage.Assets-and
borrowings on Mortgage Assets for the periods indicated (dollars in thousands):

MORTGAGE ASSETS

Subordinated securities
collateralized by mortgages
Subordinated securities
‘Total investment securities
Loans receivable:
CMO collateral
Mortgages held-for-investment
Finance receivables:
Affiliated
Non-affiliated
Total finance receivables
Total loans receivable

Total Mortgage Assets

BORROWINGS
CMO borrowings
Reverse repurchase agreement
Borrowings secured by
Investment securities
Total borrowings on
Mortgage Assets

Net Interest Spread (1)

Net Interest Margin (2)

For the year ended December 31,

_collateralized by-other-loans - -~ - -+

2002 2001 2000
Average Average Average

Balance Interest Yield Balance Interest Yield Balance Interest  Yield
$ 2893t $ 1,537 531% $ 34,199 $§ 3517 1028% $§ 57,651 $ 7,249 12.57%
- e SRR T T I T 2T TR 273 9.51%
28,931 1,537 531% 34,199 3,517 10.28% 60,522 7,522 12.43%
3,387,720 177,389 5.24%-‘; 1,519,702 108,328 7.13% 1,198,478 85,923 7.17%
114,519 5,625 491% - 137,130 8,188 5.97% 119,326 8,966 7.51%
404,989 13,044 4.46% 268,718 18,362 6.83% 284,070 28,044 9.87%
341,543 19,383 5.68% 205,474 15,556 757% 134,741 14,280 10.60%
746,532 37,427 5.01% 474,192 33918 7.15% 418,811 42,324  10.11%
4,248,771 - 220,441 5.19% 2,131,024 150,434 7.06% 1,736,615 137,213 7.90%
$ 4277702 § 221978 5.19% § 2,165223 $ 153951 711% $ 1,797,137 $ 144735 8.05%
$ 3302988 $ 117,756 3.57% $ 1444033 $§ 77813 539% $ 1,100,151 80,287 7.30%
814,248 23,584 2.90% 580,605 30,804 531% 513,987 39,216 7.63%
10,037 1,852 18.45% 17,199 2,566 14.92% 26,350 3217 1221%
$4,127273 § 143,192 347% $ 2,041,837 $ 111,183 545% $ 1,640,488 $ 122720 748%
1.72% 1.66% 0.57%

1.84% 1.98% 1.23%

i j‘»‘] (1) Calculated by subtracting the yield on total borrowings on Mortgage Assets from the yield on total Mortgage Assets.
B (2) ' 'Calculated by subtracting interest on total borrowings on Mortgage Assets from interest on total Mortgage Assets and dividing
the‘ result by the average balance of total Mortgage Assets.

?‘ Net ‘interest income was $81.6 million for 2002 compared to $44.6 million for 2001 and $23.0 million for 2000.
The'2002 year-over-year increase in net interest income was primarily due to an increase in average Mortgage Assets,
which increased to $4.3 billion for 2002 compared to $2.2 billion for 2001 as the long-term investment operatlons
ot ~acqu1red $3.9 billion of primarily Alt-A mortgages from the mortgage operations. The increase in net interest income
" was offset, m part, by a decrease in net mterest margms on Mortgage Assets which dechned to 1.84% for 2002

» " interest rate adjustment limitations on mortgages held as CMO collateral due to periodic and lifetime interest
*.rate cap features as compared to no such interest rate adjustment limitations on CMO borrowings; and

‘ '=€‘2 ﬁls‘pomts to 1. 76% for 2002 as compared to 2.01% for 2001. This decline was due to a number of factors, most of
*39 gic were affected by a decrease in short-term interest rates during 2002 to historical lows, as follows:



& higher leverage. — e e s e

Interest rate adjustments on mortgages. Interest rates on seasoned LIBOR ARMs, which secure adjustable rate
CMO borrowings and are subject to periodic interest rate caps, have reset lower over the last two years as a result of
short-term interest rate reductions by the Federal Reserve Bank during 2002 and 2001 which have, in effect, “caught
up” to interest rate reductions on adjustable rate CMO borrowings, which are not subject to periodic interest rate caps.
The result is that the interest rate spread differential between LIBOR ARMs, which are primarily indexed to six-month
LIBOR, and adjustable rate CMO borrowings, which are primarily indexed to one-month LIBOR, has narrowed or
compressed. In addition, many seasoned hybrid ARMs with initial fixed interest rate periods subsequently converted to

LIBOR ARMs, which are prlmanly mdexed to s1x-month LIBOR m 2002 Wthh resulted in those mortgages resettmg

‘to-lower adjustable-interestrates: = : e

Early principal prepayment of higher coupon mortgages, Record refinancing activity in 2002 and 2001 resulted in
the early principal payment of mortgages with higher interést rates than interest rates on new mortgages that were
acquired by the long-term investment operations. As a result of interest rate resets and the early principal prepayment
of higher coupon mortgages, the weighted average coupon of mortgages held as CMO collateral was 6.57% at year-end
2002 compared to 7.92% at year-end 2001 and 9.33% at year-end 2000. However, we believe that the high
concentration of mortgages held as CMO collateral with prepayment penalty features helps to mitigate future mortgage
prepayments. For 2002 the constant prepayment rate, or “CPR,” of mortgages held as CMO collateral was 25% CPR
compared to 34% CPR for 2001 and 25% CPR for 2000, all of which we believe are below industry prepayment rates.

Net cash payments on derivative instruments. The notional amount of derivative instruments rose as we acquired
derivative instruments as interest rate hedges for CMO borrowings, which were used to finance the acquisition of $3.9
billion of mortgages by the long-term investment operations. The increase in the notional amount of derivative
instruments combined with the continued decline of short-term interest rates during 2002 increased net cash payments
made on derivative instruments. We acquire derivative instruments to offset possible increased CMO borrowing costs
from rising interest rates. However, as short-term interest rates decline, net interest margin compression may occur as
the interest rate spread differential between the interest rate index, i.e. one-month LIBOR, and the contractual interest
rate level, or strike price, which one-month LIBOR needs to reach in order for us to receive cash payments, widens. As
a result of these factors, net cash payments on derivative instruments were $27.8 million for 2002 compared to $5.2
miilion for 2001. Excluding the impact of net cash payments on derivative instruments, net interest margins on
Mortgage Assets would have been 2.49% for 2002 as compared to 2.22% for 2001. The goal of our interest rate
hedgmg policy is to prov1de stable net interest margins and cash flows to our investors in various interest rate
e vironments. We believe that our interest rate hedging policy is sound and net interest margins will remain relatively
stable when'and if interest rates rise. For additional information regarding interest rate hedging activities refer to Item
?A “Quantltatlve and. Quahtatlve Disclosures About Market Risk.”

Hf-

Hzgher leverage Because of the historically favorable prepayment and loss rates of our high credit quality Alt-A
ggmortgages, we have received favorable credit ratings on our CMOs from credit rating agencies, which has reduced our
grequ:red initial capital investment in CMOs. As our required initial investment of interest-free capital in CMOs declines
'fas ‘a percentage of mortgages securing the CMOs, referred to as the “haircut,” net interest margins decline as well.
Leverage on CMO collateral increased to 48 to 1 at year-end 2002 compared to 29 to 1 at year-end 2001. However,
, E;mce CMOs are classes of bonds that are sold to investors in mortgage-backed securities, CMOs are not subject to the
j[ddme margm “call risk that reverse repurchase agreements are subject to. With increased leverage, we have been able to
row our balance’ sheet by efficiently using available capital. For additional information regarding leverage refer to

. _Fmane;al Condition” below.

;z; ggas "Assets and, to 4 lesser extent, an increase in average Mortgage Assets. Net interest margins on total
oA '7 Assets lncreased 75 basis points to 1.98% for 2001 compared to 1.23% for 2000 as average Mortgage Assets

ex ‘dfto one-month LIBOR and not subject to penodlc mterest rate caps, declined at a faster pace than
Ons mortgages held as CMO collateral, which were primarily hybrid ARMs with fixed interest rates or were
QK‘ARMS that are subject to periodic interest rate caps. As a result, net interest margms on CMO collateral




declining short-term interest rates was _partially offset by net cash payments on.derivative-instruments-o£$5-2-million- -

“for 2001 compared to net cash received of $237,000 for 2000.

Provision for Loan Losses

Provision for loan loéses was $19.8 million for 2002 compared to $16.8 million for 2001 and $18.8 million for
2000. The provision for estimated loan losses is primarily based on a migration analysis based on historical loss

statistics, including cumulative loss percentages and loss severity, of similar loans in our mortgage loan investment -

portfolio. The loss percentage is used to determine the estimated inherent losses in the mortgage loan investment
portfolio. Provision for-loan losses is also determined based on the following: )

* management’s judgment of the net loss potential of mortgages in our mortgage loan investment portfolio based
on prior loan loss experience; i

5
e changes in the nature and volume of the mortgage loan investment portfolio;

e value of the collateral;
s delinquency trends; and
* current economic conditions that may affect the borrowers’ ability to pay.

The 2002 year-over-year increase in provision for loan losses was due to growth in the mortgage loan investment
portfolio as the long-term investment operations acquired $3.9 billion of Alt-A mortgages from the mortgage operations
in 2002, which warranted a corresponding increase in allowance for loan losses. The 2001 year-over-year decrease in
provision for loan losses was due to high LTV second trust deeds that were provided for and written-off in 2000, which

reduced the level of exposure to loan loss provisions required for that portfolio. For additional information regarding
provision for loan losses refer to “Financial Condition” below.

Non-Interest Income

., Non-interest income primarily consists of equity in net earnings (loss) of IFC, net warehouse fees from warehouse
advances made to affiliated and non-affiliated customers of IWLG and other revenue. Equity in net earnings (loss) of
: lEC‘;rfe'rsulgs as IMH records 99% of the earnings or losses from IFC due to IMH’s ownership of 100% of IFC’s preferred
stock, which represents 99% of the economic interest in IFC. Non-interest income was $21.6 million for 2002
compared to $17.4 million for 2001 and $2.5 million for 2000. The year-over-year increases in non-interest income
vere primarily due to increases of $6.2 million and $12.7 million, respectively, in equity in net earnings of IFC as IFC’s
mgs rose. For additional information and detail regarding IFC’s financial condition and results of operations
éstilts of Operations—Impac Funding Corporation” below.

GO .
Interest Expense

v g;e,;' expense was $8.4 million for 2002 compared to $10.4 million for 2001 and $60.9 million for 2000.
02 year-over-year decrease of $2.0 million in non-interest expense was primarily due to the following:

‘ $3.8'xn:illion decrease in mark-to-market loss — SFAS 133;
:;rél- - . -— -
ion decrease in write-down of investment securities available-for-sale; and
‘!ltibn-c‘lécrease in gain on disposition of other real estate owned.
oo .
he. $3.8. million decrease in mark-to-market loss — SFAS 133 was the result of a further interpretation of SFAS
] 'wfative Implementation Group, or “DIG,” of FASB, which issued DIG G20 and which we ado_pted_pn
12001,/ that allows for the entire change in the market value of our derivative instruments to be recognized as
prehensive income in stockholder’s equity. Prior to the adoption of DIG G20 on October 1, 2001, the entire
> in-market value of derivative instruments was reflected as mark-to-market loss — SFAS 133, which was reflected

i

i

o
i
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in our 2001 results of operations. The $1.2 million decrease in write-down of investment securities available-for-sale
was due to the improved quality and performance of mortgage-backed securities that remain in our investment securities

-portfolio after write-downs taken during 2000 on investment securities secured by mortgages not underwritten and
acquired by the mortgage operations. Since 1998 our investment strategy has been to only acquire or invest in securities
underwritten and purchased by our mortgage operations due to their superior historical performance. The $2.1 million
decrease in gain on disposition of other real estate owned was the result of estimates of write-downs on foreclosed
property to a percentage of appraised value or a real estate broker’s price opinion which were more in line with actual
results upon the sale of the foreclosed property during 2002 than during 2001.

The 2001 year-over-year. decrease of $50.5 million in non-interest expense was primarily due to a $51.4 million
decrease in write-down of investment securities available-for-sale as we took a charge of $52.6 million to write-off
substantially all remaining book value of certain investment securities in 2000. The investment securities written-off
included investment securities secured by high LTV second tyust deeds, investment securities secured by franchise loans
receivable and certain sub-prime subordinated securities, all of which were acquired prior to 1998. For additional
information regarding the investment securities portfolio refer to Item 1. “—Investment Securities Portfolio” and “Note
B—Investment Securities Available-for-Sale” in the accompanying notes to the consolidated financial statements for
Impac Mortgage Holdings, Inc.

Financial Condition

Total assets grew 128% to $6.6 billion at year-end 2002 as the long-term investment operations acquired $3.9
billion of primarily adjustable and fixed rate Alt-A mortgages from the mortgage operations and retained $25.8 million
of multi-family mortgages originated by IMCC. The acquisition and retention of Alt-A mortgages increased CMO
collateral and mortgages held-for-investment to $5.2 billion at year-end 2002 while strong mortgage demand from
affiliates and non-affiliates resulted in finance receivables increasing to $1.1 billion. Our investment securities portfolio
declined to $26.1 million, or 0.40% of total assets, at year-end 2002 compared to $33.0 million, $36.9 million and $93.2
million at year-end 2001, 2000 and 1999, respectively. Our investment securities portfolio declined since year-end
1999 as we wrote-off a substantial portion of our investment securities in 2000 and we have acquired no investment
securities since 1999.

The following table presents selected financial data for the periods indicated (dollars in thousands, except per share
‘data); :

As of and for the year ended, December 31,

2002 2001 2000
$ 6.70 $ -635 $§ 667
1.70% 1.48% (2.93)%
28.70% 17.40% (27.04)%
21.59:1 14.04:1 10.64:1
20.48:1 12.95:1 9.63:1
0.42% 0.43% 0.28%
25% 34% 25%
$ 130,614 $ 69,273 $ 43,664
1.99% 2.43% 2.30%
§ 161,260 $ 82,956 $ 64,208
3.22% 3.86% 4.89%

: vé that m order for us to generate positive cash ﬂows and earnings we must successfully manage the

‘ _: operatlonal and market risks:
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Credit Risk. We manage credit risk by acquiring for long-term investment high credit quality Ali-A mortgages with
conservative LTV ratios that are acquired and originated by our mortgage operations, adequately reserving for loan
losses and actively managing-delinquencies and defaults. We believe that by improving the overall credit quality of our
mortgage loan investment portfolio we can consistently generate stable future cash flow and earnings. During 2002 we
acquired primarily adjustable and fixed rate Alt-A mortgages from the mortgage operations with an original weighted
average credit score of 688 and an original weighted average LTV ratio of 82%. Alt-A mortgages are primarily first
lien mortgages made to borrowers whose credit is generally within typical Fannie Mae and Freddie Mac guidelines, but
that have loan characteristics that make them non-conforming under those guidelines. We primarily acquire non-
conforming “A” or “A-” credit quality mortgages, collectively, Alt-A mortgages. As defined by us, A credit quality
mortgages generally have a credit score of 640 or better and A- credit quality mortgages generally have a credit score of .

- between 600 and 639. As a comparison, Fannie Mae and Freddie Mac generally purchase conforming mortgages with

credit scores greater than 620. By year-end 2002, the original weighted average credit score of mortgages held as CMO
collateral was 683 and the original weighted averagé‘?;TV ratio was 82%. For additional information regarding the
mortgage loan investment portfolio refer to Item 1. “—Mortgage Loan Investment Portfolio” and “Note C—Mortgages
Held-for-Investment” and “Note D—CMO Collateral” in the accompanying notes to the consolidated financial
statements for Impac Mortgage Holdings, Inc.

In addition to acquiring mortgages from our mortgage operations, the long-term investment operations originated
$25.8 million of multi-family mortgages through IMCC. IMCC was formed to primarily originate small balance multi-
family mortgages with high credit quality, conservative LTV ratios and adjustable rate mortgages with balances ranging
from $250,000 to $1.5 million. Multi-family mortgages provide greater asset diversification on our balance sheet as
multi-family mortgages typically have higher interest rate spreads and longer lives than residential mortgages. All
multi-family mortgages originated during 2002 had interest rate floors with prepayment penalty periods ranging from
three to five years with the borrower’s weighted average credit score of 731 and the weighted average LTV ratio of
67%.

We believe that we have adequately reserved for loan losses by maintaining a ratio of allowance for loan losses to
total loans receivable, which includes CMO collateral, finance receivables, and mortgages held-for-investment, of 42
basis points at year-end 2002 as allowance for loan losses increased to $26.6 million. As a comparison, at year-end
2002 the annualized trailing 12-month and life-to-date loss rates of mortgages held as CMO collateral was 25 basis
points and 11 basis points, respectively. These loss rates include mortgages held as CMO collateral acquired prior to
2001 with lower credit scores than subsequent Alt-A mortgages acquired under our current Alt-A guidelines which have
hlgher credlt scores.

The followmg table summarizes annuahzed trailing 12-month and life-to-date loss rates on mortgages held as CMO

- collateral for specific:CMOs as follows (dollars in thousands, annualized trailing 12-month and life-to-date loss rates in

basxs pomts of begmmng collateral balance)

Original Current Annualized
4L R Collateral Collateral  Trailing 12-Mo Life-to-Date -
Issue Date Issue Name Balance Balance Loss Rate Loss Rate

;}n 1998 Impenal CMB Trust Series 1998-1...c.oocvvurueceee. $373,022 $ 54,172 47 28
ar¢199S Impac. CMB Trust Series 1998-2......ccccovciunnrene. 225,804 38,128 32 36
J n 2000 Impac CMB Trust Series 2000-1 .......c..oovreecnee. 460,004 110,510 48 40
ov 2000 Impac CMB Trust Series 2000-2 .......c.cceverreeenen 497,076 150,432 52 - 46
OOf Impac CMB Trust Series 2001-1...ococevvecrrrrenenn. 359,643 199,256 12 14
2001 Impac CMB Trust Series 20012 ....ooooerveerrn. 403,480 267,669 0 0
;2 0 ; In?p ¢ CMB Trust Series 2001-3 ......c..ooueunienne. 399,997 303,538 6 5
Dl‘ Impac CIVIB Trust Series 20014 ......ccccccovuennnee. 350,000 273,701 12 12

S: as"or year—end"2002 Actual net loan losses on the mortgage loan investment portfolio declined to $4.9 million
: ~§20024:ompared to $10 2 million for 2001 and $17.8 million for 2000.

i

) dmg to our servicing guide. This includes an effective and aggressive collecnon effort in order to minimize
101 .vages from becoming non-performing assets. However, when resolving non-performing assets, sub-servicers are
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required to take timely and aggressive-action. The sub-servicer-is required-to- determine payment-collection-under- - -
various circumstances, which will result in maximum financial benefit. This is accomplished by either working with the
borrower to bring the mortgage current or by foreclosing and liquidating the property. We perform ongoing review of
mortgages that display weaknesses and believe that we maintain adequate loss allowance on the mortgages. When a
borrower fails to make required payments on a mortgage and does not cure the delinquency within 60 days, we
generally record a notice of default and commence foreclosure proceedings. If the mortgage is not reinstated within the

time permitted by law for reinstatement, the property may then be sold at a foreclosure sale. In foreclosure sales, we
generally acquire title to the property. As of year-end 2002 our mortgage loan investment portfolio included 3.22% of
mortgages that were 60 days or more delinquent compared to 3.86% as of year-end 2001 and 4.89% as of year-end
2000. .

The following table summarizes mortgages in our long-term mortgage loan investment portfolio that were 60 or
more days delinquent for the periods indicated (in thousands):

As of December 31,
2002 2001 2000
60-89 days delinQUENL.........ccevmreremreeerirmriecnmininnneeeereinsenessesseaessesesessnenns $ 41,762 § 21,820 § 25,213
90 or more days delinquent .................... et se et e n e 33,822 21,416 10,597
FOTECIOSUTES.......eeveerrecraeererceerieseerniestersessiessesnreresseesassaresanasssasssossensossnsssasans 74,597 32,979 16,994
Delinquent bankruptCies.......cce reveerirrrenererinnineestesseeeseinesseseressessessesasasnees 11,079 6,741 11,404
Total 60 or more days delinQUENnL .........ccoveverrvereeieeeeererersesessresensesrenesens $ 161260 § 82956 § 64,208

Non-performing assets consist of mortgages that are 90 days or more delinquent, or “non-accrual loans,” including
loans in foreclosure and delinquent bankruptcies. It is our policy to place a mortgage on non-accrual status when it
becomes 90 days delinquent. Any previously accrued interest will be reversed from earnings. When real estate is
acquired in settlement of loans, called other real estate owned, the mortgage is written-down to a percentage of the
property’s appraised value or broker’s price opinion. As of year-end 2002 non-performing assets as a percentage of
total assets was 1.99% compared to 2.43% as of year-end 2001 and 2.30% as of year-end 2000.

The following table summarizes mortgages in our long-term mortgage loan investment portfolio that were non-
performing for the periods indicated (in thousands):

As of December 31,
2002 2001 2000
21 NOD-ACCTUR .puevvicrrererreeerinersessssassisserseensssensstmiessnissosaessessotessistssssssssssansasesses $ 119498 $ 61,136 § 38,995
L Gther real estate owned tevererereresereesteeatsteene s raseaeara et eetesasesnteraesrnanans Tevereres 11,116 8,137 4,669
otal non-performmg BSSELS cuovereeerceerete et r et s e b b sasasenes $ 130,614 $ 69273 § 43,664

repayment Risk. 79% of Alt-A mortgages acquired from the mortgage operations in 2002 had prepayment penalty
features sranging -from two to five years and at year-end 2002 76% of mortgages held as CMO collateral had active
: prepayment penalties. . For 2002 the CPR of mortgages held as CMO collateral was 25% compared to 34% CPR for”
;-.2001 and 25% CPR for 2000, all of which we believe are below industry prepayment rates.

YR T T .
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Ltquzdtty stlc We employ a leveraging strategy to increase assets by financing our mortgage loan investment
port oho;prlma.nly wlth CMO borrowings, reverse repurchase agreements and capital and then using cash proceeds to
1iac ire additional fnortgage assets. We acquire adjustable and fixed rate mortgages from the mortgage operations and

pfif ce the acqulsmon of those mortgages, during this accumulation period, with reverse repurchase agreements. After
ulatmg a poql of adjustable and fixed rate mortgages, generally between $200 million and $600 million, we
ortgages in the form of CMOs. Our strategy is to securitize our mortgages every 30-to 45 days in order
ulatlon penod that mortgages are outstanding on short-term warehouse or reverse repurchase
cés lour exposure to margin calls on these facilities. CMOs are classes of bonds that are sold to
ge-backed: securities and as such are not subject to margin calls. In addition, CMOs generally
i ut or mmal cash mvestment asa percentage of mortgages ﬁnanced than does mtenm warehouse




Because of the historically favorable prepayment-and loss rates of our high credit quality Alt-A mortgages, we have
received favorable credit ratings on our CMOs from credit rating agencies, which has reduced our required initial
capital investment. The ratio of total assets to total equity, or “leverage ratio,” was 21.59 to 1 at year-end 2002
compared to 14.04 to 1 at year-end 2001. However, after excluding CMO collateral and CMO borrowings, our leverage
ratio was 7.17 to 1 at year-end 2002 compared to 4.98 to 1 at year-end 2001. With increased leverage, we have been
able to grow our balance sheet by efficiently using available capital. We continually monitor our leverage ratio and
liquidity levels to insure that we are adequately protected against adverse changes in market conditions. For additional
information regarding liquidity refer to “Liquidity and Capital Resources” below.

Interest Rate Risk. Refer to Item 7A “Quantltatlve and Quahtatwe Disclosures About Market Risk.”

oberauons acquired $2.4 billion of LIBOR ARMs, or 41% of total acquisitions, during 2002  compared to-$410.0

Results of Operations—Impac Funding Corporation

Net earnings (loss) was $17.2 million for 2002 compared to $11.0 million for 2001 and $(1.8) million for 2000.
The 2002 year-over-year increase of $6.2 million was primarily due to the following:

e  $24.1 million increase in ga_in on sale of loans;
e  $5.0 million increase in net interest income;
¢ $16.0 million increase in non-interest expense and income taxes; and
¢  $6.9 million decrease in loan servicing income and other non-interest income.
The 2001 year-over-year increase of $12.8 million was primarily due to the following:
e  $27.2 million increase in gain on sale of loans;
e  $4.7 million increase in net interest income; and
s $18.9 million increase in non-interest expense and income taxes.
Net Interest Income
Net interest income (expense) was $8.3 million for 2002 compared to $3.3 million for 2001 and $(1.4) million for

2000 The 2002 year-over-year increase in net interest income was primarily due to an increase in average mortgages
held-for-sale which increased to $420.9 million for 2002 compared to $277.3 million for 2001 as the mortgage

. operatlons acquired $5.9 billion of primarily Alt-A mortgages in 2002. The increase in net interest income was offset,

) axjt, by a decrease i in net interest margms on mortgages held-for-sale, which declmed to 1. 12% for 2002 compared to

,s, which generally have lower coupons than those of FRMs, than were acquired during 2001. The mortgage

m111i n of L[BOR ARMs or 13% of total acquisitions, during 2001.

ages held—for-sale which improved to 1.59% for 2001 compared to (0.02)% for 2000. Net interest margins
roved: for 2001 pnm y ‘due to the following:

'ortgage interest rates declined.
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The improvement in net interest margins was, in part, offset by a decrease .in average mortgages held-for-sale,
which declined to $277.3 million for 2001 compared to $294.6 million for 2000 as the mortgage operations sold and
securitized mortgages more frequently during 2001 than during 2000. Even though loan production increased 52% to
$3.2 billion for 2001 compared to $2.1 billion for 2000, average mortgages held-for-sale declined as more frequent loan
sales reduced interest rate risk and price volatility during the mortgage accumulation period.

Non-Interest Income

Non-interest income was $71.3 million for 2002 compared to $54.1 million for 2001 and $27.1 million for 2000.
The 2002 year—over—year mcrease in non- mterest income of $17 2 million was pr1mar11y due to t the followmg

. $24 1 million increase in gain on sale of loans; and
s  $6.9 million decrease in loan servicing income and other non-interest income.

Gain on sale of loans increased to $71.1 million for 2002 compared to gain on sale of loans of $46.9 million for
2001. Gain on sale of loans includes the difference between the price we acquire and originate mortgages and the price
we receive on loan sale or securitization and direct mortgage origination revenue and cost, i.e. loan and underwriting
fees, commissions, appraisal review fees, document expense, etc. Gain on sale of loans was 127 basis points on total
loan sales volume of $5.6 billion for 2002 compared to 146 basis points on total loan sales volume of $3.2 billion for
2001. All mortgages were sold by the mortgage operations on a servicing released basis during 2002 and 2001 which
results in 100% cash gains upon sale or securitization. In order to minimize risks associated with the accumulation of
our mortgages, we seek to securitize our mortgages more frequently by creating smaller securitizations, thereby
reducing our exposure to interest rate risk and price volatility during the accumulation period of mortgages. For 2002
the mortgage operations sold and transferred $4.6 billion of mortgages compared to $2.9 billion for 2001.

The following table summarizes the principal balance of mortgage sales by the mortgage operations for the periods
indicated:

For the year ended, December 31,

o 2002 2001 2000
REMICS ..o ieiiteinieceitresseeseensrssetoseessaesssnsesssserssesssossasssssinsessssssasssssesssisanases $ 599,952 $ 1,625492 § 1,300,302
:Whole loan sales to third party investors..........ccecrurererrcsienerrsrrcssenesnsneenes 1,114,246 96,294 62,614
Sales to the long-term investment OPErations .......c..ececevrseorrerernreserensosserions 3,891,257 1,486,343 450,712
To‘tal sales ......... Leererasscreiasessstessseesersintessaressassesstersmessessarerstssrasareessnsersutasses $ 5,605,455 $ 3,208,129 $ 1,814,128

Loan servicing income and other non-interest income decreased to $277,000 for 2002 compared to $7.1 million for
2001 ‘primarily due to a $4.0 million decrease in loan servicing income. Loan servicing income primarily decreased as
?erest earned from float on principal and interest payments declined by $2.8 million as short-term interest rates

éclined during 2002. In addition, we continued to sell mortgage servncmg nghts during 2002 in conjunction with the
'sale or securitization of mortgages. Gain on sale of mortgage serv1c1ng rights is a component of gain on sale of loans.
e ‘believe that using proceeds from the sale of mortgage serv1c1ng rights to acquire and orlgmate mortgages for

!6ei1§' which increased to $46.9 million for 2001 compared to $19.7 million for 2000. Gain on sale of loans was
m@g;nts on: total loan sales volume of $3.2 billion for 2001 compared to 109 basis pomts on total Joan sales
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Non-Interest Expense ) B o U

Non-interest expense and income taxes was $62.4 million for 2002 compared to $46.4 million for 2001 and $27.5
million for 2000. The 2002 year-over-year increase in non-interest income of $16 0 million was primarily due to the
following: . :

¢ $14.1 million increase in operating costs;

e  $4.3 million increase in income taxes; and

e . e _$2.0'million decrease in mark-tomarket loss — SFAS 133.

The $14.1 million increase in operating costs, which include personnel expense, professional services, equipment
expense, occupancy expense, data processing expense and general and administrative and other expense, was primarily
due to loan production growth. Operating costs increased 48% to $42.9 million for 2002 compared to $28.9 million for
2001 while mortgage acquisition and origination growth increased 84% year-over-year. We believe that our efficient
centralized operating structure and our web-based automated underwriting system, iDASLg?2, allows us to maintain our
position as a low cost nationwide acquirer and originator of Alt-A mortgages.

The following table summarizes fuily-loaded mortgage production costs to acquire or originate a single mortgage
by production channel for the periods indicated (in basis points of mortgage acquisitions or originations):

For the year ended, December 31,

Production Channel Company 2002 2001 2000
Correspondent acquisitions Impac Funding Corporation 66.17 86.20 84.60
Wholesale/retail originations Impac Lending Group 98.84 120.01 159.85
B/C originations Novelle Financial Services, Inc. 231.18 278.61 —

Total Weighted Average Cost .......cocviicrenrenerentniennaniecrenesssseresesesssenns 83.51 98.92 94.60

Fully—loaded cost to acquire or originate a single mortgage is based on mortgage production costs, including sales
commissions which are a component of gain on sale of loans in the financial statements, and corporate administrative

. costs, including human resources, accounting, management information systems, corporate administration and
marketlng Mortgage production costs exclude other non-recurring, non-productlon related expenses, including
amortization and impairment of mortgage servicing rights, mark-to-marked gain (loss) from SFAS 133 and write-down

of mvestment securities; For a breakdown of mortgage acquisitions and originations by production channel, refer to

Ttem 1. “—Mortgage Operations.” - -

ki :Thé 2001 year-over-year increase in non-interest expense of $18.9 million was primarily due to the following:

" s re. $9.3 million increase in operating costs;

ot . B 4
! . 1

® ' $7.5 million incfease in income taxes;
Bl o
$3.1 million increase in provision for repurchases; and

:$1.5 million decrease in write-down of investment securities.
vl . :

e i$9.3: million'i‘ncrease in operating costs was primarily due to loan production growth. Operating costs
¢d.47% to $28.9 mllhon for 2001 compared to $19.6 million for 2000 while mortgage acquisition and origination
‘néreased 52% year-over-year The $3.1 million increase in provision for repurchases was primarily the result

-feuewm i
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Liquidity and Capital Resources

We recognize the need to have funds available for our operating businesses and our customer’s demands for
obtaining short-term warehouse financing until the settlement or sale of mortgages with us or with other investors. It is
our policy to have adequate liquidity at all times to cover normal cyclical swings in funding availability and mortgage
demand and to allow us to meet abnormal and unexpected funding requirements. We plan to meet liquidity through
normal operations with the goal of avoiding unplanned sales of assets or emergency borrowing of funds. Toward this
goal, ALCO is responsible for monitoring our liquidity position and funding needs.

ALCO is comprised of the senior executives of the mortgage operations and warehouse lending operations. ALCO

77 "“meefs-on-a weekly basis to review current and projected sources and uses of funds. ALCO monitors the composition of =
the Company’s balance sheet for changes in the liquidity of our assets. Our liquidity consists of cash and cash
equivalents, short-term and marketable investment securmes rated AAA through BBB and maturing mortgages, or
“liquid assets.” Our policy is to maintain a liquidity threshold of 5% of liquid assets to warehouse borrowings, reverse
repurchase agreements, dividends payable and other short-term liabilities. During 2002 we were in compliance with

this policy, which ALCO reports to the board of directors at least quarterly.

We believe that current liquidity levels, available financing facilities and liquidity provided by operating activities
will adequately provide for our projected funding needs and asset growth. However, any future margin cails and,
depending upon the state of the mortgage industry, terms of any sale of mortgage assets may adversely affect our ability
to maintain adequate liquidity levels or may subject us to future losses.

Our operating businesses primarily use available funds as follows:

e  acquisition and origination of mortgages;

s provide short-term warehouse advances to affiliates and non-affiliates; and

s pay common stock dividends.

Acquisition and origination of mortgages. During 2002 the mortgage operations acquired $5.9 billion of primarily
. Alt-A mortgages. Equity invested in mortgages is outstanding until we sell or securitize mortgages, which is one of the
~ :reasons we attempt to sell or securitize mortgages frequently. Initial capital invested in mortgages includes premiums
ipaid whenmortgages are acquired and originated and the haircut required upon financing, based on the type of
‘collateral provided. The mortgage operations paid weighted average premiums of 1.66% on the principal balance of
‘mortgages ég:quir;ed in 2002. )
i1 T g Ed
;«The lopg—term mvestment operations acquired and retained $3.9 billion of Alt-A mortgages from the mortgage
perations: ffor lf)ng-;erm investment. In addition, IMCC originated and retained $25.8 million of multi-family
,&mrtgages or. long-term investment. When we complete CMOs our required total cap1ta1 investment ranges from
lf_ﬁqpp;cmmatfly 3°o to 5% of the principal balance of mortgages, depending on premiums paid upon acquisition of
IR - n ngigages, ;qosts paxd for completion of CMOs, costs to acquire derivative instruments and initial capital investment in
G ZVITQS reqmredto acineve desired credit ratings.

e i’@"

W'z':pig:. ;,.-§.; o
' ‘,";;owdg shorbt- -warehouse advances to affiliates and non-affiliates. We utilize uncommitted warehouse

“V‘N‘ilflousz enders to provide short-term warehouse financing to affiliates and external customers of the

> 1qnaeIng:
: ;’or other settlement with investors. The warehouse lending operations finances between 95% and

' tvalue of mortgages, which equates to a haircut requirement of between 3% and 5%, at prime rate

‘;ein:d 2002 the warehouse lending operations had $665.0 million of approved warehouse lines

3

' bf which $664.0 million was outstanding.

&’l

¥

nce 100% of the fair market value of their mortgages at prime minus 0.50%. The mortgage
nitted warehouse line agreements to obtain financing of up to $600.0 million from the warehouse

ST
$ 3.2 ‘mllhon in pledge accounts with the warehouse lending operatlons at year-end 2002, which
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lending operations to provide interim mortgage financing during the period that the. mdrtgage operations accumulates
mortgages until the mortgages are securitized or sold. At year-end 2002 the warehouse lendmg operations had $491.4
million in outstanding warehouse advances to the mortgage operations.

Our ability to meet liquidity requirements and the financing need of our customers is subject to the renewal of our
credit and repurchase facilities or obtaining other sources of financing, if required, including additional debt or equity
from time to time. Any decision our lenders or investors make to provide available financing to us in the future will
depend upon a number of factors, including:

e our comphance w1th the terms of our ex1st1ng credlt an'angements

e our ﬁnanc1al performance

e industry and market trends in our various busiifesses;

o the general availability of and rates applicable to financing and investments;

* our lenders or investors resources and policies concerning loans and investments; and

» the relative attractiveness of alternative investment or lending opportunities.

Pay common stock dividends. We made common stock dividend payments of $66.3 million in 2002. For additional
information regarding dividend distribution requirements refer to Item 5. “Market for Registrant’s Common Equity and
Related Stockholder Matters” and “Note A—Summary of Business and Significant Accounting Policies” in the
accompanying notes to the consolidated financial statements of Impac Mortgage Holdings, Inc.

Our operating businesses are primarily funded as follows:

e CMO borrowings and reverse repurchase agreements;

o cash flows from our mortgage loan investment portfolio;

e sale and securitization of mortgages; and

‘s cash proceeds from the issuance of securities.

CMO borrowings and reverse repurchase agreements. We use reverse repurchase agreements and CMO

"Borrdwings' to fund ‘substantially all of our warchouse advances to affiliates and non-affiliates, the acquisition of
mortgages to be held for long-term investment and, prior to 1999, the acquisition of investment securities. Since 1999

; we have acqulred no investment securities.

i

EI )

" As we accumulate mortgages for long-term investment, we finance the acquisition of mortgages primarily through
. ’borrowmgs on reverse repurchase agreements with third party lenders. Since 1995 we have primarily used an
uncommitted: repurchase facility with a major investment bank to finance substantiaily all warehouse advances to
.1 affiliates and-non-affiliates and mortgages acquired for long-term investment, as needed. However, during 2002 we
+ | added $650.0 ‘million 'of new uncommitted warehouse facilities with other lenders to finance asset growth. The new
- | warehouse facilities provide us with a higher aggregate credit limit to fund the acquisition and origination of mortgages
i | at terms 'comparallale to those we have received in the past and the flexibility of having financial relationships with a

: { cti -:T;f‘ financial institutions. At year-end 2002 the warehouse lending operations had $1.2 billion
reh ( use facilities with various lenders.

f tmue to use short-term warehouse facilities to fund the acquisition of mortgages. If we cannot
! uring borrowings, we may have to sell, on a whole loan basis, the mortgages securing these -
ndmg upon market conditions, may result in substantial losses. Addmona]ly, if for any reason the
Jortgages securing warehouse facilities decline, our lenders may require us to provide them with

'tmnal equlty or collateral to secure our borrowings, which may require us to sell mortgages at substantial losses.

1
s
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In order to mitigate the liquidity risk associated with reverse repurchase agreements, we attempt to securitize our
mortgages more frequently. Although securitizing mortgages more frequently adds operating and securitization costs,
we believe the added cost is offset as more liquidity is provided with less interest rate and price volatility, as the
accumulation and holding period of mortgages is shortened. When we have accumulated a sufficient amount of
mortgages, we issue CMOs and convert short-term advances under reverse repurchase agreements. to long-term CMO
borrowings. The use of CMOs provides the following benefits:

o allows us to lock in our financing cost over the life of the mortgages securing the CMO borrowings; and

e eliminates margin calls on the borrowmgs that are converted from reverse repurchase agreements to CMO
- == financing. : ST e .
For 2002 we completed $3.9 billion of CMOs, of which:$3.3 billion was adjustable rate CMOs and $597.0 million
was fixed rate CMOs, to provide long-term financing for thé acquisition of $3.9 billion of primarily Alt-A mortgages
from the mortgage operations. Because of the credit profile, historical loss performance and prepayment characteristics
of our Alt-A mortgages, we have been able to borrow a higher percentage against mortgages held as CMO collateral,
which means that we have to provide less initial capital upon completion of CMOs. Equity in the CMOs is established
at the time CMOs are issued at levels sufficient to achieve desired credit ratings on the securities from credit rating
agencies. Total credit loss exposure is limited to the capital invested in the CMOs at any point in time. At year-end
2002 total equity invested in mortgages held as CMO collateral was $107.9 million, which includes premiums paid
when mortgages are acquired from the mortgage operations, costs incurred to complete CMO borrowings, fair value of
derivative instruments and the required initial capital investment in CMOs. We also determine the amount of equity
invested in CMOs based upon the anticipated return on equity as compared to estimated proceeds from additional debt
issuance. By decreasing the amount of capital we are required to invest in our CMOs to maintain desired credit ratings,
we have been able to effectively utilize available cash to acquire additional mortgage assets.

For additional information regarding reverse repurchase agreements and CMO borrowings refer to Item 1.
“ —Financing” and ‘“Note G—Reverse Repurchase Agreements” and “Note H—CMO Borrowings” in the
accompanying notes to the consolidated financial statements for Impac Mortgage Holdings, Inc.

Cash flows from our mortgage loan investment portfolio. For 2002 mortgages held as CMO collateral, which is the
majority of the mortgage loan investment portfoho generated excess principal and interest cash flows of $1 12.6 million
compared to $44.0 million for 2001. We receive excess principal and interest cash flows on mortgages held as CMO

~ collateral after distributions are made to investors in CMOs to the extent cash or other collateral required to maintain
. .. desired credit ratings on the CMOs is fulfilled. Excess principal and interest cash flows represent the difference
‘. between principal and interest payments on the mortgages less the following:

A I

4i- .- interest paid to bondholders;

éro-reta early pl'lncipal prepayments paid to bondholders;

-"Ls’.a_‘éee." . S .
servicing fees paid to mortgage servicers;

. premiums paid to mortgage insurers; and

i(l‘(ll_mllhcm was securitized as REMICs. The mortgage operanons sold mortgage servicing rights
ages in 2002. The sale of mortgage servicing rights generated 100% cash gains, which was
ate 2 addmonal mortgages. In order to mitigate interest rate and market risk, the mortgage
sell and securitize mortgages ﬁ'equently Since we rely 51gn1ﬁcantly upon sales and
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all, may be on unfavorable terms. In addition, delays in closing sales and securitizations of our mortgages increase our  _ .
risk by exposing us to credit and interest rate risk for this extended perlod of time.

Cash proceeds from the issuance of securities. In December 2001, we filed with the SEC a shelf registration
statement that allows us to sell up to $300.0 million of securities, including common stock, preferred stock, debt
securities and warrants. We raised $116.0 million in net proceeds from the issuance of 13.3 million new shares of
common stock in 2002. By issuing new shares periodically throughout the year we believe that we were able to utilize
new capital more efficiently and profitably.

Cash Flows . .

Operatmg Actzvztzes Net cash prov1ded by operating activities was $101 5 million for 2002 compared to $55 5
million for 2001. Net earnings of $74.9 million provided most of the cash flows from operating activities.

Investing Activities - Net cash used in investing activities was $3.7 billion for 2002 compared to $961.0 million for
2001. Net cash flows of $3.0 billion, including principal payments, was used in investing activities to acquire and
originate mortgages.

Financing Activities -~ Net cash provided by financing activities was $3.6 billion for 2002 compared to $939.5
million for 2001. Net cash flows of $3.9 billion provided by CMO financing was primarily provided by financing
activities.

Inflation

The consolidated financial statements and corresponding notes to the consolidated financial statements have been
prepared in accordance with GAAP, which require the measurement of financial position and operating resuits in terms
of historical dollars without considering the changes in the relative purchasing power of money over time due to
inflation. The impact of inflation is reflected in the increased costs of our operations. Unlike industrial companies,
nearly all of our assets and liabilities are monetary in nature. As a result, interest rates have a greater impact on our
performance than do the effects of general levels of inflation. Inflation affects our operations primarily through its
di : effect on interest rates, since interest rates normally increase during periods of high inflation and decrease during
HE e periods of low inflation. During periods of increasing interest rates, demand for mortgages and a borrower’s ability to
i qualify: for :mortgage financing in a purchase transaction may be adversely affected. During periods of decreasing
interest rates, borrowers may prepay their mortgages, which in turn may adversely affect our yield and subsequently the
fvalue'bf our portfolio of mortgage assets.

ITEM 7A QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

General

We focus on effectively managing the various operational and market risks associated with our businesses. We
wheve that the most critical of those risks are:

o credlt risk;

o:!| prepayment risk;

shie

i st a'ate nsk

TR ;gu; \ .
' ‘ I credlt risk by acqumng high-credit quality Alt-A mortgages from the mortgage operations with

} et ii? rofiles and by acquiring mortgages with conservative loan-to-value ratios with mortgage insurance
neer o jiv when required, which reduces our effective loan-to-value ratio. Our belief is that high-credit quality Alt-

0 result in favorable foreclosure rates and conservative loan-to-value ratios will result in favorable loss

p belleve that we maintain an adequate allowance for loan losses to provide for future loan losses.

e
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We manage mortgage prepayment risk by acquiring Alt-A mortgages from the mortgage operations with
prepayment penalty features.

We manage liquidity risk by frequently securitizing or selling our mortgages. We securitize mortgages through the
issuance of CMOs and REMICs every 30 to 45 days. By frequently securitizing our mortgages, we reduce the volume
of mortgages that are financed with short-term reverse repurchase agreements at any given time. The issuance of CMOs
convert short-term reverse repurchase borrowings, which are subject to margin calls if the value of our mortgages
collateralizing reverse repurchase borrowings decline, to long-term CMO financing that are not subject to margin calls.
By securitizing mortgages as REMICs or selling mortgages as whole loan sales, ownership of the mortgages transfers to
the trust in the case of REMICs and to the buyer in the case of whole loan sales. For additional information regarding

cen e ——ree- these risks refer-to-Item-7. “Management’s Discussion-and-Analysis of Financial Condition-and-Results-of Operations;” -- -— -~

Although we manage credit, prepayment and liquidity risk in the normal course of business, we consider interest
rate risk to be a significant market risk, which could potentially have the largest material effect on our financial
condition and results of operations. Since a significant portion of our revenues and earnings are derived from net
interest income, we strive to manage our interest-earning assets and interest-bearing liabilities to generate what we
believe to be an appropriate contribution from net interest income. When interest rates fluctuate, profitability can be
adversely affected by changes in the fair market value of our assets and liabilities and by the interest spread eamed on
interest-earning assets and interest-bearing liabilities. We derive income from the differential spread between interest
earned on interest-earning assets and interest paid on interest-bearing liabilities. Any change in interest rates affects
income received and income paid from assets and liabilities in varying and typically in unequal amounts. Changing
interest rates may compress our interest rate margins and adversely affect overall earnings.

Interest rate risk management is the responsibility of ALCO, which reports results of interest rate risk analysis to
the board of directors on a quarterly basis. ALCO establishes policies that monitor and coordinate sources, uses and
pricing of funds. ALCO also attempts to reduce the volatility in net interest income by managing the relationship of
interest rate sensitive assets to interest rate sensitive liabilities. In addition, various modeling techniques are used to
value interest sensitive mortgage-backed securities, including interest-only securities. The value of mortgage-backed
securities is determined using a discounted cash flow model using prepayment rate, discount rate and credit loss
assumptions. Our investment securities portfolio is available-for-sale, which requires us to perform market valuations
of the securities in order to properly record the portfolio. We continually monitor interest rates of our investment
securities portfolio as compared to prevalent interest rates in the market. We do not currently maintain a securities
trading portfoho and are not exposed to market risk as it relates to trading activities.

 Interest Rate Sensitive Assets and Liabilities

The matching of assets and liabilities may be analyzed by examining the extent to which such assets and liabilities
are “interest rate sensitive” and by monitoring our interest rate sensitivity “gap.” An asset or liability is said to be
terest rate sensitive within a specific time period if it will mature or re-price within that time period. The interest rate
sensmvxty gap is defined as the difference between the amount of interest-earning assets maturing or re-pricing within a
spec1ﬁc time pFnod and the amount of interest-bearing liabilities maturing or re-pricing within that time period. A gap
1S | con51dered posmve ‘when the amount of interest rate sensitive assets exceeds that amount of interest rate sensitive
"Jlablhtle§ A gap is considered negative when the amount of interest rate sensitive liabilities exceeds the amount of
I tbe:est rfltc sensmve assets,

gy

-

ooy e ppt o 1
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! ol
;I'.herefore,‘dunng a penod of dechmng interest rates, the net earnings of an institution with a positive gap,

“ fépféﬁﬁ;;ﬂ , may be adversely affected due to its mterest-eammg assets re-pricing to a greater extent than its interest-

)earing| l,tablhtxes Conversely, dunng a penod of rising interest rates, theoretically, the net earnings of an institution
12 [ ositive gap position may rise as it is able to invest in higher yielding interest-earning assets at a more rapid pace
{é-pncmg of its interest-bearing liabilities. Gap analysis does not take into consideration the constraints on the
f cm' of interest rates of ARM assets in a given period resulting from periodic and lifetime cap features, the
behHivior; of ¢ vﬁffdﬁs indices applicable to assets and liabilities or the effects of derivative instruments on net interest

331y 9;' -additional: information regarding the affect of changing interest rates on interest rate sensitive assets and

g4 réfer to “%an{g es'in Interest Rates” below.
Eipriacr o §
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The amount of assets and liabilities shown which re-price or. mature_during a particular period were determined in
accordance with the earlier of (1) term to re-pricing or (2) the contractual term of the asset or liability adjusted for
scheduled and unscheduled principal prepayments. Unscheduled prepayment rates are assumed on substantially all of
our mortgage loan investment and mortgage-backed securities investment portfolios and are based on historic loan
prepayment experience and anticipated future prepayments. The table does not include assets and liabilities that are not
interest rate sensitive, such as interest receivables and payables, prepaid expenses and accrued expenses.

The following table summarizes the amount of interest-earning assets and interest-bearing liabilities outstanding as
of December 31, 2002 (dollar amounts in thousands), which are anticipated to re-price or mature in each of the future
‘time penods mdlcated

-'rH

Over 5
2003 2004 .- 2005 2006 2007 Years Total
Interest sensitive assets: M
Cash equivalents $ 113345 § - — 3 — 3 —  § — 8 — $ 113345
Average interest rate 2.00 % —% —% —% — % —% 2.00 %
Investment securities (1) 2,967 3,345 4,234 5,044 3,571 6,904 26,065
Average interest rate 17.93 % 1149 % 298 % 1.92 % 1.85 % 1.83 % 511 %
Finance receivables 1,140,248 — — — — —_ 1,140,248
Average interest rate 3.90 % —% —% —% —% —% 390 %
CMO collateral (2) 4,012,599 559,677 133,812 78,907 59,750 304,936 5,149,681
Average interest rate 594 % 875 % 7.78 % 748 % 845 % 7.20 % 645 %
Loans held-for-investment (3) 6,010 —_ —_— — — 51,526 57,536
Average interest rate —% — % — % — % —% 712 % 6.37 %
Due from affiliates 14,500 —_ — — —_ _ 14,500
Average interest rate 9.50 % — % —% — % — % — % 9.50 %
Total interest-sensitive assets $ 5280669 § 563,022 § 138046 $ 8951 $ 63321 § 363,366 $ 6,501375
Average interest rate 542 % 8.76 % 7163 % 715 % 8.08 % 7.09 % 593 %
Interest sensitive liabilities: .
CMO borrowings $ 5,041,751 § - 8 — $ — — 3 —  $5,041,751
Average interest rate 212 % — % — % —% — % — % 212 %
Reverse repurchase agreements 1,168,028 — —_ —_ _ — 1,168,028
Average interest rate 344 % — % — % — % —% —% 344 %
Borrowings secured by
securities available-for-sale — 7,134 — — —_— —_ 7,134
Average interest rate — % 24.01 % — % — % — % —% 24.01 %
Total interest-sensitive liabilities § 6,209,779 § 7,134 § — $ — 3 — $ — $ 6216913
Average interest rate 235 % 24.01 % —% — % — % — % 237 %
Interest rate gap (1) $ (920,110) § 555888 § 138046 $ 83951 $ 63321 § 363366 § 284462

leﬁlatiye interest rate gap $ (920,110) § (364,222) $ (226,176) § (142225) § (78904) $ 284,462 o

(l) Interest rate gap represents the difference between interest-earning assets and interest-bearing liabilities.

B S F R

Er * As of December 31, 2002 the difference between interest-earning assets and mterest—bearmg liabilities resulted in a
negatlve estimated interest rate sensitivity gap for 2003. Under this scenario, net interest income could be positively

‘aﬂ'ected bya decrease in interest rates as more mterest~bear1ng liabilities could re-price downwards during 2003 than

" f
mterest-bearmg assets. Conversely, an increase in interest rates could have a negative affect on net interest income

T dunng 2003 as more interest-bearing liabilities could re-price upwards than interest-bearing assets. The estimated

cumulatlve ‘negative gap of $917.6 million during the first year using data as of December 31, 2002 compares to an
stimated cumulatlve negative gap of $1.0 billion during the first year using data as of December 31, 2001. Since gap
stimates - are based upon numerous assumptions, such as mortgage prepayment rates and the expected duration of

terestiearning assets and interest-bearing liabilities, actual sensitivity to interest rate changes could vary significantly
| ctual' ‘xpenence dlffeI‘S from those assumptions used in making the calculations. .

TS

gé?hiﬁt‘e‘re’st‘ Rates

i Ty
}Y bt ALCO foilows an interest rate hedge program intended to limit our exposure to changes in interest rates primarily

o

: chated with cash flows on our adjustable rate CMO borrowings. "Our primary objective is to hedge our exposure to
’t}le va.nablllty in future cash flows attributable to the variability of one-month LIBOR, which is the underlying index of

‘ad_]ustable rate CMO borrowings. We also momtor on an ongoing basis the prepayment risks that arise in
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fluctuating interest rate environments. Our interest rate hedge program is_formulated with the intent to offset the

potential adverse effects of changing interest rates on cash flows on adjustable rate CMO borrowings resulting from the

following: ' i

e interest rate adjustment limitations on mortgages held as CMO collateral due to periodic and lifetime interest
rate cap features; and

e mismatched interest rate adjustment periods between mortgages held as CMO collateral and CMO borrowings.

We primarily acquire for long-term investment six-month LIBOR ARMs and hybrid ARMs. Six-month LIBOR

-~~~ ARMF &fe generally siibject to periodic and lifefinie interest rate caps. This means that'the interést rate of each ARM'is

limited to upwards or downwards movements on its periodic interest rate adjustment date, generally six months, or over
the life of the mortgage. Periodic caps limit the maximum interest rate change, which can occur on any interest rate
change date to generally a maximum of 1% per semiannual adjustment. Also, each ARM has a maximum lifetime
interest rate cap. Generally, borrowings are not subject to the same periodic or lifetime interest rate limitations. During
a period of rapidly increasing or decreasing interest rates, financing costs would increase or decrease at a faster rate than
the periodic interest rate adjustments on mortgages would allow, which could affect net interest income. In addition, if
market rates were to exceed the maximum interest rates of our ARMs, borrowing costs would increase while interest
rates on ARMs would remain constant.

We also acquire hybrid ARMs that have initial fixed interest rate periods generally ranging from two to three years,
and to a lesser extent five years, which subsequently convert to six-month LIBOR ARMs. During a rapidly increasing
or decreasing interest rate environment financing costs would increase or decrease more rapidly than would interest
rates on mortgages, which would remain fixed until their next interest rate adjustment date. In order to provide some
protection against any resulting basis risk shortfall on the related liabilities we purchase derivative instruments.
Derivative instruments are based upon the principal balance that would result under assumed prepayment speeds.

Although the static gap methodology is widely accepted in identifying interest rate risk, it does not take into
consideration changes that may occur in investment and financing strategies, changes in the forward yield curve,
changes in hedging strategy, changes in mortgage prepayment speeds and changes in volumes of mortgage acquisitions.
Therefore, in addition to measuring interest rate risk via a gap analysis, we measure the sensitivity of our net interest
income to changes in interest rates affecting interest sensitive assets and liabilities using simulations.

As part of various interest rate simulations, we calculate the effect of potential changes in interest rates on our
interest-earning, assets'and interest-bearing liabilities and their affect on overall eamings. The simulations assume
instantaneous and ‘parallel shifts in interest rates and to what degree those shifts affect net interest income. First, we
estimate our net interest income for the next twelve months using balance sheet data as of December 31, 2002 and 12-

i . month projections of the following:

. fut;ute i;:%teres'_t:rates using forward yield curves, which are market consensus estimates of future interest rates;

ST DU
e  acquisition of derivative instruments;
e prepayment rate assumptions; and

acquisitions.
his :]2-month projection of net interest income as the “base case.” Once the base case has been
hock” the base case with instantaneous and parallel shifts in interest rates in 100 basis point
|'and downward. Calculations are made for each of the defined instantaneous and parallel shifts in
or:under the forward yield curve used to determine the base case and including any associated
ed mortgage prepayment rates caused by changes in interest rates. The results of each 100 basis point
FF? rxate‘s are :then compared against the base case to determine the estimated change fo net interest
ﬁlufaﬁbps consider the affect of interest rate changes on interest sensitive assets and liabilities as well as
ants. ‘The simulations also consider the impact that instantaneous and parallel shift in interest rates has

L]
il Ai . . . . . .
i‘gics and the resulting affect of accelerating or decelerating amortization rates of premium and

Fi . . .
sts on net interest income.
[

]
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The following tables (dollar amounts in millions) estimates the financial impact to net interest income from the
various instantaneous and parallel] shifts in interest rates based on our balance sheet structure as of December 31, 2002
and 2001. Since these estimates are based upon numerous assumptions, actual sensitivity to-interest rate changes could
vary if actual experience differs from the assumptions used.

Changes in base case net interest
income as of December 31, 2002 (2)

Without derivative With derivative
__instruments instruments
Instantaneous and Parallel Change in Interest Rates (1) ) (%) &) (%)
R -»,,Up 200-basis-points,—or »2%;.‘;...‘.;;.‘.‘.‘.5:.:.-.1'.’;..‘.":;“;:.r:'.":.*..‘ ......... WIS FPvPaaen (461) " (26);"':"";" i 7(79) T \U)~
Up 100 basis points, OF 1%8...c.cceveeriiirerecrerereseerersveierensesesessseresesasnessenns (24.3) (14) 4.9) €))
Down 100 basis points, 0 1%0....ccoverrveverrenneerererinnnesiiinnnessssssesseesenss 279 16 8.1 6
Down 200 basis points, 0r 2% ......c.ccerererervrirererensnecens B ereeeeeeeerareess 32.0 18 10.0 8

Changes in base case net interest
income as of December 31, 2001 (2)

Without derivative With derivative
instruments instruments
Instantaneous and Parallel Change in Interest Rates (1) (%) (%) (%) (%)
Up 200 basis points, OF 2%0..c.ecueeirierecerearersesrerisienssreeeessnessessessrnsssesenns (30.8) €2} (5.6) O]
Up 100 basis points, O 1%....ccccorerecceemiereienscsinccsonssnonereoseressorssneransens (14.5) (15) 24 3)
Down 100 basis points, 0 120 .ccceieveeesrerecsisrerseorsnnresssoresssensssnsesssansens 9.9 10 (3.5) %)
Down 200 basis POINts, 0F 2%0...cccererverrernrerererseaserensraeserssssnssessesesensnens 21.6 22 (5.3) @

(1) Instantaneous and parallel interest rate changes over and under the projected forward yield curve.
(2) The dollar and percentage changes represent base case net interest income for the next twelve months versus the change in net
interest income in the various instantaneous and parallel interest rate change simulations.

The use of derivative instruments to hedge changes in interest rates is an integral part of our strategy to limit
interest rate risk. Therefore, net interest income may be significantly impacted by cash payments we are required to
make or cash payments we receive on derivative instruments. The amount of cash payments or cash receipts on
derivative instruments is determined by (1) the notional amount of the derivative instrument and (2) current interest rate
levels in relation to the various strike prices of derivative instruments during a particular time period.

The following table summarizes the notional amount (in thousands), weighted average strike price and low and
high strike prices of interest rate caps, interest rate floors and interest rate swaps that were acquired to hedge the
variability of interest rates and corresponding cash flows on CMO borrowings for the interest due dates indicated:
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Interest Rate Caps (1) Interest Rate Floors Interest Rate Swaps

Interest Weighted Weighted ' Weighted  Low  High

Due Notional Average Low Notional  Average Low  High Notional ~ Average Fixed  Fixed

Date Balance Strike Strike Balance Strike Strike  Strike “Balance  Fixed Rate  Rate Rate
Jan 2003 $ 3,013,300 416 % 190 % $ 1,624,596 363% 262% 468 % $ 935503 265% 205% 5.18%
Feb 2003 2,929,466 4.08 1.79 1,585,277 3.56 2.66 4.50 941,384 2.64 205 5.18
Mar 2003 2,825,653 4.10 1.84 1,547,650 3.60 1.84 5.23 936,524 2.64 2.05 5.18
Apr 2003 2,720,175 434 2.03 1,502,007 383 1.84 5.44 930,935 2.64 205 5.18
May 2003 2,596,248 4.33 2.03 1,457,946 3.83 1.84 5.44 924,618 2.64 205 518
June 2003 2,484,014 4.37 2,12 1,414,711 3.83 3.32 4.80 887,907 2.56 205 5.18
July 2003 2,376,644 4.60 2.39 1,330,292 397 1.84 5.66 861,991. 251 205 5.18

_ (Aug2003 2239429 456 239 1211940 393 209 _ 540 . _ 854410_ _ __251__ 205 518 ____

Sep 2003 2,112,970 4,61 2.54 1,102,832 3.94 234 5.03 846,117 251 205 518
Oct 2003 2,022,564 4.81 2.88 1,036,466 4.11 2.59 5.55 837,126 2.51 2.05 5.18
Nov 2003 1,771,388 4.89 2.88 911,333 416 4.07 5.18 827,455 251 2.05 5.18
Dec 2003 1,616,238 499 3.01 825,602 4;22 3.09 5.59 817,118 2.51 2.05 5.18
Jan 2004 1,422,535 523 342 743,881 437 447 5.27 806,135 2.51 205 518
Feb 2004 1,290,226 5.07 331 702,961 436 433 5.30 794,527 2,51 2,05 5.18
Mar 2004 1,051,052 5.11 343 623,460 436 3.59 5.67 782,316 2.51 2.05 5.18
Apr 2004 717,354 5.18 374 - 355,711 423 3.59 5.75 769,528 2.51 205 5.18
May 2004 590,377 510 374 310,753 423 454 543 756,186 251 205 518
June 2004 509,406 5.12 383 242,025 440 3.59 5717 738,558 250 2.05 3.70
July 2004 288,158 532 4.05 151,673 4.66 3.59 5.82 724,248 2.50 2.05 3.70
Aug 2004 165,490 5.71 4.05 87,774 4.63 3.59 5.55 709,469 2.50 2.05 3.70
Sep 2004 118,649 6.23 4.68 79,769 4.59 3.59 491 536,647 2.46 2.05 3.70
Oct 2004 113,771 6.29 4.80 75,640 4.62 3.59 5.51 504,068 2.46 205 3.70
Nov 2004 102,987 6.36 4.80 65,592 4.60 3.59 5.51 300,860 2.50 205 3.70
Dec 2004 77,605 6.42 4.87 59,003 4.61 3.59 5.55 182,480 2.70 210 3.70
Average
Notional
Balance of
Derivatives 3 16,015 $ 15261 3 9,873
Weighted
Average
Strike - 462 % 3.95% 2.60 %

(1) The high strike price for each period indicated is 10.25%.

_ The strike prices of interest rate caps and interest rate floors are based on one-month LIBOR as that is the interest
rate index that is used to determine interest rates on adjustable rate CMO borrowings. As of December 31, 2002 one-
month LIBOR was 1.38%. Since one-month LIBOR was below the majority of strike prices on interest rate caps during
2002, we did not receive significant cash from these derivative instruments in 2002. Conversely, we made cash
payments on many interest rate floors during 2002 as we paid the interest rate differential between the floor strike price

"+ and'the one-month LIBOR rate, which was generally lower than floor strike prices. We made cash payments on many

 interést.rate floors as we hold short positions on the majority of interest rate floors. We originally sold interest rate
_ floors to offset our cost of acquiring long positions in interest rate caps. If one-month LIBOR rises and approaches the
: Oori strike prices we will pay less on the interest rate floors.

_we felt it was prudent, at the time, to protect net interest margins from possible extreme interest
quiring interest rate caps and floors. However, because interest rates continued to decline to all-time
‘we began to-acquire interest rate swaps to essentially convert our adjustable rate CMO borrowings
dirate. denvatlve instruments. For instance, we receive one-month LIBOR on interest rate swaps, which offsets
on aajustalﬂé"rﬁte 'CMO borrowings, and we pay a fixed interest rate. We continued to acquire interest
ge mterest rate risk during the first quarter of 2003.
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periods indicated. Information is provided on Mortgage Assets and borrowings on Mortgage Assets, only, with respect
to the following:

¢ changes attributable to changes in volume (changes in volume multiplied by prior rate);

changes attributable to changes in rate (changes in rate multiplied by prior volume);

e changes in interest due to both rate and volume; and

thenetchange o ) N S—

Year Ended December 31, 2002 over 2001
Rate/ Net
Volume Rate Volume Change
(in thousands)

Increase/(decrease) in:

Subordinated securities collateralized by mortgages...........cococouun... $ (542) § (1,700) $ 262§ (1,980)
Loans receivable: .
CMO COLIALETAL .......c.cveereeeire s seesenressenessresserssesssnssistsrrasaseseseresesnes 133,157  (28,753) (35,343) 69,061
Mortgages held-for-Investment .........c.coceverveemsieenrereenernereesneeens (1,350) (1,452) 239 (2,563)
Finance receivables:
ATBHALEA.......cvevirivieiie s eenessncesisnsssre e nenssesssessensssneserens 9,312 (6,389) (3,241) (318)
NOD-AffIlIAtEd..... .o verererererererereserernessesrseseserssessessinerraesesessesssnnsrans 10,301 (3,895) (2,579) 3,827
Total finance receivables......ccocooivrvcnrcnninecineniicinee e 19,613 (10,284) (5,820) 3,509
Total 10ans receivable ..o eresrenesens 151,420  (40,489) (40,924) 70,007
Change in interest income on Mortgage Assets.........coceverrernenee 150,878 (42,189) (40,662) 68,027
CMO DOTTOWIRES....oreveeomrevevsennressssssssnssssssesssssssssssssesessessssssseeanens 100,171  (26,331)  (33,897) 39,943
Reverse repurchase agreements. ... ..o cireeecrererncrcrearereresseressssesennens 12,396 (13,987) (5,629) (7,220)
Borrowings secured by investment S€CUrities. .........ooeeererrrrrreceenens (1,069) 608 (253) (714)
Change in interest expense on borrowings on Mortgage Assets.. 111,498  (39,710) (39,779) 32,009
Change in net interest iNCOME.......eererererrarrarererrsrerareresssassesssssens $ 39380 $ (2479 $ (883) $ 36,018

Year Ended December 31, 2001 over 2000

: i Rate/ Net

g ‘ Volume Rate Volume Change
(in thousands)

¢

Increase/(decrease) in:

Subordmated securities collateralized by mortgages...........ccoou...... $ (2,949) $§ (1,320) $ 537 § (3,732)
. Subordmated securmes collateralized by other loans...................... (273) (273) 273 (273)
N Iotal mvestment SECUIILIES cvvvererrererenrirsisirrensionsrnsearsrsrsssessosensanans (3,222) (1,593) 810 (4,005)

e T AL L TP R VTR

................................................................................ 23,030 (493) (132) 22,405
1,338 (1,841) 275) (778)

(1,516) (8,633) 467 (9,682)

7,496 (4,079) (2,141) 1,276

5,980 (12,712) (1,674) (8,406)

30,348 (15,046) (2,081) 13,221

27,126 (16,639) - (1,271 9,216

L 25,006  (21,004)  (6,565)  (2473)

i nase agreements ....................................................... 5,083 (11,946) (1,548) (8,411)
S S ured 'by investment SECUNILIES vuvvvrrvererisiieceresireireans (1,117) 714 (248) 651)
m nterest expense on borrowings on Mortgage Assets.. 29,062 (32,236) (8,361) (11,535)
émterest S $ (1,936) $§ 15597 $§ 7,090 $ 20,751
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ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

The information required by this Item 8 is incorporated by reference to Impac Mortgage Holdings, Inc.’s
Consolidated Financial Statements and Independent Auditors’ Report beginning at page F-1 of this Form 10-K.

ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON
ACCOUNTING AND FINANCIAL DISCLOSURE

None. .
" PART I
ITEM 10. DIRECTORS AND EXECUTIVE O‘;FFICERS OF THE REGISTRANT

The information required by this Item 10 is hereby incorporated by reference to Impac Mortgage Holdings, Inc.’s
definitive proxy statement, to be filed pursuant to Regulation 14A within 120 days after the end of Impac Mortgage
Holdings, Inc.’s 2002 fiscal year.

ITEM 11. EXECUTIVE COMPENSATION

The information required by this Item 11 is hereby incorporated by reference to Impac Mortgage Holdings, Inc.’s
definitive proxy statement, to be filed pursuant to Regulation 14A within 120 days after the end of Impac Mortgage
Holdings, Inc.’s 2002 fiscal year.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND
MANAGEMENT

The information required by this Item 12 is hereby incorporated by reference to Impac Mortgage Holdings, Inc.’s
definitive proxy statement, to be filed pursuant to Regulation 14A within 120 days after the end of Impac Mortgage
Holdings, Inc.’s 2002 fiscal year.

. ITEM13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

‘The information required by this Item 13 is hereby incorporated by reference to Impac Mortgage Holdings, Inc.’s
.. definitive proxy statement, to be filed pursuant to Regulation 14A within 120 days after the end of Impac Mortgage
Holdmgs Inc ’s 2002 fiscal year.

’ Z:“_ITEM 44. CONTROLS AND PROCEDURES

_ . As of December 31, 2002 the Chief Executive Officer, or “CEO,” and Chief Financial Officer, or “CFO,”
‘ performed an evaluation of the effectiveness and the and operation of the Company’s disclosure controls and procedures
‘as deﬁned in Rule 13a — 14c under the Securities Exchange Act of 1934, as amended. Based on that evaluation, the
. CECDJand CFO concluded that the Company’s disclosure controls and procedures were effective as of December 31,

2: There have been no significant changes in the Company’s internal controls or in other factors that could

A

c tly affect mtemal controls subsequent to December 31, 2002.

PART IV

1 §chédules have been omitted because they are either not applicable, not required or the information required has

] n dlsclosed in the Consolidated Financial Statements and related Notes to Consolidated Financial Statements at
pgge F-l or otherwise included in this Form 10-K.
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(b) Reports on Form 8-K

Current Report on Form 8-K/A, dated November 26, 2002, reporting Items 5 and 7, relating to the execution of an
Amended and Restated Equity Distribution Agreement with UBS Warburg LLC.

Current Report on Form 8-K, dated November 27, 2002, furnished to the SEC reporting Item 9, relating to the
posting of the Company’s unaudited monthly fact sheet.

(c) Exhibits
- ‘Exhibit . - - e e e o - ~ —
Number Description

3.1 Charter of the Registrant (incorporated by féference to the corresponding exhibit number to the
Registrant’s Registration Statement on Form S-11, as amended (File No. 33-96670), filed with the
Securities and Exchange Commission on September 7, 1995).

3.1(a) Certificate of Correction of the Registrant (incorporated by reference to exhibit 3.1(a) of the Registrant’s
10-K for the year ended December 31, 1998).

3.1(b) Articles of Amendment of the Registrant (incorporated by reference to exhibit 3.1(b) of the Registrant’s
10-K for the year ended December 31, 1998),

3.1(c) Articles of Amendment for change of name to Charter of the Registrant (incorporated by reference to
exhibit number 3.1(a) of the Registrant’s Current Report on Form 8-K, filed February 11, 1998).

3.1(d) Aurticles Supplementary and Certificate of Correction for Series A Junior Participating Preferred Stock of
the Registrant (incorporated by reference to exhibit 3.1(d) of the Registrant’s 10-K for the year ended
December 31, 1998).

3.1(e) Articies Supplementary for Series B 10.5% Cumulative Convertible Preferred Stock of the Registrant
(incorporated by reference to exhibit 3.1b of the Registrant’s Current Report on Form 8-K, filed
December 23, 1998).

3.1 Arﬁé:les Supplementary for Series C 10.5% Cumulative Convertible Preferred Stock of the Registrant
-y (incorporated by reference to the corresponding exhibit number of the Registrant’s Quarterly Report on
. e; Form 10-Q for the period ending September 30, 2000). -

' 3 1{g) : Cemﬁcate of Correction for Series C Preferred Stock of the Registrant (incorporated by reference to the
: ' % * corresponding exhibit number of the Registrant’s Quarterly Report on Form 10-Q for the period ending

i September 30, 2000).

'; ) Artlcles Supplementary filed with the State Department of Assessments and Taxation of Maryland on July
12, f2002 Treclassifying Series C Preferred Stock of the Registrant (incorporated by reference to exhibit 9
o,f the Registrant’s Form 8-A/A, Amendment No. 2, filed July 30, 2002).

Y Artlcles of Amendment, filed with the State Department of Assessments and Taxation of Maryland on July
i 17 2002 increasing authorized shares of Common Stock of the Registrant (incorporated by reference to
i exh'blt 10 of the Registrant’s Form 8-A/A, Amendment No. 2, filed July 30, 2002)

ol mon to Change Principal Officer or Resident Agent, filed with the State Department of Assessments
s Taxatlon of Maryland on September 11, 2002.

rs‘ of the Registrant, as amended and restated (incorporated by reference to the corresponding exhibit
nu;nber of the Registrant’s Quarterly Report on Form 10-Q for the period ending March 31, 1998).

; ‘_!n IIE! i
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4.1

42

4.2(a)

10.1

102

10.3

10.3(a)

10.3(b)

10.3(c)

104

Form of Stock Certificate of the Company (incorporated by reference to the corresponding exhibit number
to the Registrant’s Registration Statement on Form S-11, as amended (File No. 33-96670), filed with
the Securities and Exchange Commission on September 7, 1995).

Rights Agreement between the Registrant and BankBoston, N.A. (incorporated by reference to exhibit 4.2
of the Registrant’s Registration Statement on Form 8-A as filed with the Securities and Exchange
Commission on October 14, 1998).

Amendment No. 1 to Rights Agreement between the Registrant and BankBoston, N.A. (incorporated by
reference to exhibit 4.2(a) of the Reglstrant’s Registration Statement on Form 8 A/A as filed with the

" Securities and Exchange Commission on December 23, 1998). — T

1995 Stock Option, Deferred Stock and Restricted Stock Plan, as amended and restated (incorporated by
reference to exhibit 10.1 of the Registrant’s Quatterly Report on Form 10-Q for the period ending
March 31, 1998).

Form of Indemnity Agreement between the Registrant and its Directors and Officers (incorporated by
reference to exhibit 10.4 to the Registrant’s Registration Statement on Form S-11, as amended (File
No. 33-96670), filed with the Securities and Exchange Commission on September 7, 1995).

Form of Amended and Restated Employment Agreement with ICI Funding Corporation (incorporated by
reference to exhibit 10.8 to the Registrant’s Quarterly Report on Form 10-Q, as amended, for the quarter
ended June 30, 1998).

List of Officers and terms relating to Form of Amended and Restated Employment Agreement
(incorporated by reference to exhibit 10.8(a) to the Registrant’s Quarterly Report on Form 10-Q, as
amended, for the quarter ended June 30, 1998). :

Form of Amendment No. 1 to Amended and Restated Employment Agreement with Impac Funding
Corporation (incorporated by reference to exhibit 10.1(a) of the Registrant’s Current Report on
Form 8-K, filed June 2, 1998).

List of Officers and terms relating to Form of Amendment No. 1 to the Amended and Restated
Employment Agreement with Impac Funding Corporation (incorporated by reference to exhibit 10.1(b)
of the Registrant’s Current Report of Form 8-K, filed June 2, 1998).

| Fofm of Loan Purchase and Administrative Services Agreement between the Registrant and Impac

Funding Corporation (incorporated by reference to exhibit 10.9 to the Registrant’s Registration
Statement on Form S-11, as amended (File No. 33-96670), filed with the Securities and Exchange

-t Commission on September 7,1995).

Servicing Agreement effective November 11, 1995 between the Registrant and Impac Funding Corporation
(incorporated by reference to exhibit 10.14 to the Registrant’s Registration Statement on Form S-11, as
amended (File No. 333-04011), filed with the Securities and Exchange Commission on May 17, 1996).

- Impac Mortgage Holdings, Inc. 1996 Stock Option Loan Plan (incorporated by reference to exhibit 10.15 to

the Registrant’s Form 10-K for the year ended December 31, 1996).

I
ise dated June 1,.1998 regarding 1401 Dove Street, Newport Beach California (incorporated by reference

0 exhib it IQ 17 of the Registrant’s 10-K for the year ended December 31, 1998).

nendment to Lease dated October 1, 1999 between The Realty Associates Fund V, L.P., the

Ant and Impac Funding Corporation regarding 1401 Dove Street, Newport Beach California
‘orgorated by reference to exhibit number 10.4(d) of the Registrant's Quarterly Report on Form 10-Q
theiquarter ended June 30, 2000).

. g i .
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10.8

10.9

10.10

10.11

10.12

10.13

10.14

-10.15

' 10.16

Office Lease, First Amendment to Office Lease, and Assignment, Assumption and Consent to
Assignment of Lease with Property California OB One Corporation and Assignment to Impac Funding
Corporation regarding 15050 Avenue of Science Suite 210 San Diego California. (incorporated by.-
reference to exhibit number 10.10 of the Registrant’s Annual Report on Form 10-k for the year ended
December 31, 2001).

Employment Letter between Impac Funding Corporation and Ronald Morrison dated May 28, 1998
(incorporated by reference to exhibit 10.18 of the Registrant’s 10-K for the year ended
December 31, 1998).

Note-dated-Jurie-30, 1999 between the Registrant and Impac Funding Corporation (incorporated by reference
to exhibit 10.17 of the Registrant's 10-K for the year ended December 31, 1999).

Underwriting Agreement dated October 22, 2@01 among the Registrant, Impac Funding Corporation and
UBS Warburg LLC (incorporated by reference to exhibit 1.1 of Registrant's Current Report on Form
8-K dated October 22, 2001).

Underwriting Agreement.dated February 7, 2002 among the Registrant, HBK MasterFund L.P. and UBS
Warburg LLC (incorporated by reference to exhibit 1.1 of Registrant's Current Report on Form
8-K dated February 8, 2002).

Impac Mortgage Holdings, Inc. 2001 Stock Option Plan, Deferred Stock and Restricted Stock Plan
(incorporated by reference to Appendix A of Registrant's Definitive Proxy Statement filed with the SEC
on April 30, 2001).

Amendment to Impac Mortgage Holdings, Inc. 2001 Stock Option Plan, Deferred Stock and Restricted
Stock Plan (incorporated by reference to Exhibit 4.1(a) of the Registrants Form S-8 filed with the SEC
on March 1, 2002).

Underwriting Agreement dated August 22, 2002 among the Registrant, JMP Securities LLC and Sandler
O’Neill & Partners, L.P. (incorporated by reference to exhibit 1.1 of the Registrant’s Current Report on
Form 8-K, filed August 23, 2002).

Underwriting Agreement dated February 20, 2003 among the Registrant, UBS Warburg LLC, JMP
Securities LLC, RBC Dain Rauscher Inc., and Wedbush Morgan Securities, Inc. (incorporated by
reference to exhibit 1.1 of the Registrant’s Current Report on Form 8-K, filed February 21, 2003).

The Impac Companies Deferred Compensation Plan.

Subsidiaries of the Registrant (incorporated by reference to exhibit 21.1 of the Registrant’s Quarterly
Report on Form 10-Q for the period ended September 30, 2002).

. Consent of KPMG LLP regarding the Registrant.
" Consent of KPMG LLP regarding Impac Funding Corporation.
z ; PpWer of Attorney (included on signature page).

{1} <Certifications of Chief Executive Officer and Chief Financial Officer pursuant to 18 U.S.C. Section 1350
SIHE ,as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002. ’
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has duly
caused this report to be signed on its behalf by the undersigned, thereunto duly authorized, in the City of Newport
Beach, State of California, on the 28th day of March 2003.

IMPAC MORTGAGE HOLDINGS, INC.

by /s/ JOSEPH R. TOMKINSON
e e T e e e — Joseph-Re-Tomkinson e e
Chairman of the Board
and Chief Executive Office

We, the undersigned directors and officers of Impac Mortgage Holdings, Inc., do hereby constitute and appoint
Joseph R. Tomkinson and Richard J. Johnson, or either of them, our true and lawful attorneys and agents, to do any and
all acts and things in our name and behalf in our capacities as directors and officers and to execute any and all
instruments for us and in our names in the capacities indicated below, which said attorneys and agents, or either of
them, may deem necessary or advisable to enable said corporation to comply with the Securities Exchange Act of 1934,
as amended, and any rules, regulations, and requirements of the Securities and Exchange Commission, in connections
with this report, including specifically, but without limitation, power and authority to sign for us or any of us in our
names and in the capacities indicated below, any and all amendments to this report, and we do hereby ratify and confirm
all that the said attorneys and agents, or either of them, shall do or cause to be done by virtue hereof.

Pursuant to the requirements of the Securities Act of 1934, this report has been signed by the following persons on
behalf of the registrant and in the capacities and on the dates indicated.

Signature Title Date
/s/ JOSEPH R. TOMKINSON Chairman of the Board, Chief March 28, 2003
Joseph R. Tomkinson Executive Officer and Director
/s/ RICHARD J. JOHNSON Chief Financial Officer and Executive March 28, 2003
Richard J. Johnson Vice President
/s/ WILLIAM S. ASHMORE President and Director March 28, 2003

William S. Ashmore

: <o fs/ JAMES WALSH Director March 28, 2003
5 James Walsh
- it /s FRANK P. FILIPPS Director ' March 28, 2003

. {i, | FrankP. Filipps

 /s/ STEPHAN R. PEERS Director March 28, 2003
‘Stephan R. Peers

i/, WILLIAM E. ROSE Director orch 28,2003
;W}lham E. Rose .

741 2 AR NI N

il b/ L RIGHT- ABRAMS - Director March 28, 2003
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CERTIFICATION

1, Joseph R. Tomkinson, certify that:
1. I have reviewed this yearly report on Form 10-K of Impac Mortgage Holdings, Inc.;
2. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit

to state a material fact necessary to make the statements made, in light of the circumstances under which
such statements were made, not misleading with respect to the period covered by this annual report;

e e e . -3. Based-on-my knowledge; the financial statements; and othier financial information included in this annual”
report, fairly present in all material respects the financial condition, results of operations and cash flows of
the registrant as of, and for, the periods presented in this annual report;

4. The registrant's other certifying officers and Iv:‘ire responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and we
have:

a. designed such disclosure controls and procedures to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this annual report is being prepared;

b. evaluated the effectiveness of the registrant's disclosure controls and procedures as of a date within 90
days prior to the filing date of this yearly report (the “Evaluation Date”); and

c. presented in this annual report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

5. The registrant's other certifying officers and I have disclosed, based on our most recent evaluation, to the
registrant's auditors and the audit committee of registrant's board of directors (or persons performing the
equivalent functions):

a. all significant deficiencies in the design or operation of internal controls which could adversely affect
the registrant's ability to record, process, summarize and report financial data and have identified for the
registrant’s auditors any material weaknesses in internal controls; and

b. any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant's internal controls; and

: 6. The registrant's other certifying officers and I have indicated in this annual report whether or not there were

" significant changes in internal controls or in other factors that could significantly affect internal controls

" subsequent to the date of our most recent evaluation, including any corrective actions with regard to
significant deficiencies and material weaknesses. ‘

- .1./s/ Joseph R. Tomkinson
- Joseph R. Tomkinson
. -Chief Exe?utive Officer
|| March 28,2003

23
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CERTIFICATION

I, Richard J. Johnson, certify that:
. T have reviewed this yearly report on Form 10-K of Impac Mortgage Holdings, Inc.;

. Based on my knowledge, this annual report does not contain any untrue statement of a material fact or omit

to state a material fact necessary to make the statements made, in light of the circumstances under which
such statements were made, not misleading with respect to the period covered by this annual report;

3. Based onmy ImoWle_dEg';,- the financial ;tatements,and other financial mformatibhﬂ iﬁcludé& ;thzs_annual

report, fairly present in all material respects the financial condition, results of operations and cash flows of
the registrant as of, and for, the periods presented in this annual report;

. The registrant's other certifying officers and I are responsible for establishing and maintaining disclosure

controls and procedures (as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and we
have:

a. designed such disclosure controls and procedures to ensure that material information relating to the
registrant, including its consolidated subsidiaries, is made known to us by others within those entities,
particularly during the period in which this annual report is being prepared;

b. evaluated the effectiveness of the registrant's disclosure controls and procedures as of a date within 90
days prior to the filing date of this annual report (the “Evaluation Date™); and

c. presented in this annual report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date;

. The registrant's other certifying officers and I have disclosed, based on our most recent evaluation, to the

registrant's auditors and the audit committee of registrant's board of directors (or persons performing the
equivalent functions):

a. all significant deficiencies in the design or operation of internal controls which could adversely affect
the registrant's ability to record, process, summarize and report financial data and have identified for the
registrant's auditors any material weaknesses in internal controls; and

b. any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant's internal controls; and

. The registrant's other certifying officers and I have indicated in this annual report whether or not there were

significant changes in internal controls or in other factors that could significantly affect internal controls
subsequent to the date of our most recent evaluation, including any corrective actions with regard to
§igniﬁlcant deficiencies and material weaknesses.

'

" /s/ Richard J. Johnson
RicHard J: Johnson
_Chief Financial Officer

282003
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Exhibit 99.1 - -

CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350, AS ADOPTED
PURSUANT TO SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the annual report of Impac Mortgage Holdings, Inc. (the “Company™) on Form 10-K for the
period ending December 31, 2002 as filed with the Securities and Exchange Commission on the date hereof (the
“Report™), each of the undersigned, in the capacities and on the dates indicated below, hereby certifies, pursuant to 18
U.S.C. Section 1350, as adopted pursuant to Sectlon 906 of the Sarbanes-Oxley Actof 2002 that to his knowledge

(l) The Report fully complies with the requu‘ements of Sectlon 13(a) or 15(d) of the Securities Exchange Act of
1934; and

(2) The information contained in the Report fairly presents, in all material respects, the financial condition and
results of operations of the Company.

/s/ Joseph R. Tomkinson
Joseph R. Tomkinson
Chief Executive Officer
March 28, 2003

/s/ Richard J. Johnson
Richard J. Johnson
Chief Financial Officer
March 28, 2003

A signed original of this written statement required by Section 906 has been provided to Impac Mortgage Holdings,
Inc. and will be retained by Impac Mortgage Holdings, Inc. and furnished to the Securities and Exchange Commission

or its staff upon request.
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INDEPENDENT AUDITORS’ REPORT -

The Board of Directors
Impac Mortgage Holdings, Inc.:

We have audited the accompanying consolidated balance sheets of Impac Mortgage Holdings, Inc. and subsidiaries as
of December 31, 2002 and 2001 and the related consolidated statements of operations and comprehensive earnings (loss)
changes in stockholders’ equity and cash flows for each of the years in the three-year period ended December 31, 2002.

" These consolidated financial statements are the respon51b1hty of the Company’s management. Our responsibility is to
express an opinion on these consolidated financial statements based on our audits.

We conducted our audits in accordance with auditifig standards generally accepted in the United States of America.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement presentation. We believe
that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Impac Mortgage Holdings, Inc. and subsidiaries as of December 31, 2002 and 2001 and
the results of their operations and their cash flows for each of the years in the three-year period ended December 31, 2002
in conformity with accounting principles generally accepted in the United States of America.

As discussed in Note A to the consolidated financial statements, the Company changed its method of accounting for
derivative instuments and hedging activities in 2001.

KPMG LLP
Orange County, California
January 29, 2003, except as to last
paragraph to Note M to the consolidated
financial statements, which is as of
February 27, 2003
F-2
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IMPAC MORTGAGE HOLDINGS, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS:

(dollar amounts in thousands, except share data)

At December 31,
2002 2001
ASSETS
Cash and cash eqUIVALEDLS ...........cccvereieverneirrinirne e sesssssste s srssss s sbess s ssssssseasssassasessene $ 113,345 § 51,887
Investment securities available-for-sale ............ccocveveecencccnne, ettt n bbb b bbb as 26,065 32,989
Loans Receivable: o
CMO COUALETAL ... oveveeeerrerrereeierrererercere et enest e s sessssnssresais tetentebee e teersetebbrase e araeresene 5,149,680 2,229,168
Finance receivables, net of pledge balances .........ccceovvvceieinieniecencnenencsencec e era e 1,140,248 466,649
Mortgages held-for-INVESTMENT ......c..cceuieiveiireereieeiceriairesseess s seaessearesnsssressssssssesansesanses 57,536 20,078
AlloOWANCe fOr 10N 10SSES.......ecieeriicriiriierierereerestisiessersemesersersisressssesesseessesorssessasessestesasransene (26,602) (11,692)
Net 10ANS FECEIVADIE .......vceeieecrrcctinciereierersveraearerersssrararssessesessesarasessasssesensantonsarannnes 6,320,862 2,704,203
Accrued INterest TECEIVADIE ....c.veicriiererecrieirerteeniee e srestrrsae s s sesestss s bessebesssseesbaseesesssestosnarsins 28,287 14,565
Investment in Impac Funding Corporation.............cceeeveciinreeeiecieinensenensseessssssssssesessesnannes 20,787 19,126
Due from Impac Funding COrporation ............cecieceierrcnrersierssessiseseresssesnnssassssesssssasesessassssnns 14,500 14,500
Other real €State OWNEA ....oo.ueiiviieeieeceeeercietece b saeees e benes s sassaessessesesssnbensserssesasasssas 11,116 8,137
DIETIVALIVE @SSELS.....ccereerrerrernrnreinsetesreessastereessessassessessensseassssserssesssessssssssessasssosnssasessessasseasassnns 14,931 5,128
BT ASSELS.....iiveiereenreentreereineesnresarsereaesssessrasssesesssisesssessrasaneneossesseessens eeteereree bt st 1,880 4,199
TOUAL BSSELS .uvevrirrereieerteererrsresermtrerriesesresserssesstesssersnessessaesressarssssernss saesseessaessennneranes $6,551,773 $2,854,734
LIABILITIES AND STOCKHOLDERS’ EQUITY
CIMO DOTTOWINES.......ovevererienensanesssereresesseassabesntnsessssasessssssstsnsstss st tsssissesssosesssesesstasesssssssasesnssnnns $5,041,751 $2,151,400
- Reverse repurchase agre Iments..........cocucveiivreeierteremrereecreseeersesssssesseniesesssssssmsss snsessessaresesssnssens 1,168,029 469,491
Borrowings secured by investment securities available-for-sale..........ccocovvererireriecnererernenanes 7,134 12,997
Accrued dividends payable...........coureririnineiecsesiiresinn oottt sssnenes 21,754 14,081
OhET HADIIILIES ... ...c.eeveeeeiereiteteecere ettt e sseve s bese s s saeseses s s nsbesesensnsaseseassssnnbeneenes 9,617 3,400
e TOtAl HADILIEIES ....cveveereieeeececcernei et eietete s eese e e et s eeassses et s enebensassesbenesansrssssnsnsseses 6,248,285 2,651,369
' { Commitments and contingencies
;" Stockholders’ equity:
+« ~Preferred stock, $0.01 par value; 7,500,000 shares authorized; none issued and
NS iputstandmg at December 31, 2002 and 2001............cc.vcuerircrrernerumesseroseressssesssssessessesss — —
1 k3 Series A junior participating preferred stock, $0.01 par value; 2,500,000 shares
g FF* gmthonzed none issued and outstanding at December 31, 2002 and 2001 .........coovecennennne — —
!i _Common stock, $0.01 par value; 200, 000 000 and 50, 000 000 shares authorized and
453 320
479,298 359,279
i cqmnulatea other COMPTENENSIVE 10SS c....ocurrerierrreierernnirercirississesaissne s s aseseseeresessasasennes 41,721 (19,857)
"INofés récéivable from common StOCK SAlES........cvvrrieemrriierstis e — (920)
(200,954)  (126,952)

66,412 (8,505)
(134,542) __ (135.456)
303,488 203,365
................................................................... $6,551,773 $2,854,734




IMPAC MORTGAGE HOLDINGS, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS
AND COMPREHENSIVE EARNINGS (LOSS)

(in thousands, except per share data)

For the year ended December 31,

INTEREST INCOME:
MOrtgage ASSEIS ...cocvevviirerrimrienientiresiseerescsesssseoncs dveeetrrneereeeeesreesaesreeereraresaan
Other interest iNCOME ...........ceviceeereererenrernirencereiene

Total interest income

INTEREST EXPENSE:
CMO borrowings........cocerevencennan. bbb s bbbt e rsaes
Reverse repurchase agreements.....c..coivieceeecrreerccnstnruscesreesarsessaesrssasssessesaessorsasenes
Other DOITOWINES ....evovvereerirrctincrieneerestivenresesessresnasesessresasesssassessessssessesessnessaseas
Total INLEIESt EXPENSE ....oevecrereeerrerrrerrieriereserertereseeteressssesessassesssnesensensassneessans

NON-INTEREST INCOME:
Equity in net earnings (loss) of Impac Fundmg Corporation......c..o.c.ceeveeerernerenns
SeIVICINE fEES c.vucrervirieicitineittiei st e ssters e e ses s s erererssarasasasesessasssasas
Gain on sale Of SECUTTLIES ....oovvevieiiiiiiiiice et eneny emeane
OLhEr INCOME .ovurereieecrereectiice e s ereetestase s res e basesrersesse s snssnesesstssararssassessessassense
Total NON-INtErest INCOMIE.....c.ccuerererererererrereseserr e seresressssesesssassrnesaseessnsasens

NON-INTEREST EXPENSE:

Professional SEIVICES ...u..cccriiereverisimiiniiciiiissnsisesserescseenssenerssesasssssesseserasssssons
Personnel BXPENSE .....ovuiiieieinciicee ettt s
General and administrative and other eXpense ..........ccocvevvereeeirircrnererecrsresnsenens
Write-down on investment securities available-for-sale...........ccoeeeveneerevenannenns
(Gain) loss on sale of other real estate owned .............c...lieceecicecieseeese e

_ Mark-to-market 105S - SFAS 133... .ottt cessns e sesresssosnan
Total NOD-IDLErESt EXPELSE....crevueirerereiersiisintiesireereesesesenreresessrassesssssnssassesnes

P lEarnmgS (loss) before extraordinary item and cumulative effect of change

{ in accounting PrinCiple. ..o esennens

‘ £ EXtraordinary Hem.....u.iuuieessirseesise st sscssssss st st acsenans
o Cumulatlve effect of change in accounting principle ..........cceevevvcrureneeevesserennene

cher compr=henswe earnings (loss):
alizi

d gains (losses) on securities:

ized holdmg gains (losses) arising during YO vttt

é vlasmﬁcatlon of gains (losses) included in income.........cc.oeveeverernene
i) cahzed gams ‘(losses) arising dUring Year ...........ooveveieerererevecreeereeeens

:i’ cnswe earmngs (LOS5) cu et eteee st r s s b oo bs b nnans
q

F4

. 2002———— 2001 2000
$ 221,978 $ 153,951 § 144,735
4,438 2,664 2,344
226416 156,615 147,079
117,756 71,813 80,287
23,584 33,370 42,433
3,467 829 1,376
144,807 112,012 124,096
81,609 44,603 22,983
19,848 16,813 18,839
61,761 27,790 4,144
17,073 10,912 (1,762)
184 751 690
— 312 —
4,325 5,404 3,585
21,582 _ 17,379 2,513
3,649 2,747 2,604
1,868 1,211 666
1,716 2,303 2,230
1,039 2,217 53,576
154  (1,931) 1,814
— 3,821 —
8,426 __ 10,368 60,850
74917 34,801  (54,233)
—  (1,006) —

— (617) —
74917 33,178 (54,233)
— (1,575 (3,150
74917 _ 31,603 __ (57,383)
(21,752) - (21,094) (795)
(112) 1,805 7,806
(21,864) _ (19,289) 7,011
$ 53,053 $ 13,889 $ (47,222)

See accompanying notes to consolidated financial statements.



IMPAC MORTGAGE HOLDINGS, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS
AND COMPREHENSIVE EARNINGS (LOSS)—(continued)

(in thousands)

: For the year ended December 31,
e e e e e . e e e S 002 & 2001 2000 T
Net earnings (loss) per share before extraordinary item and cumulative

effect of change in accounting principle: v

Net earnings (10ss) per share—basic ........co.errrverrrerererserenrens e $ 1878 141 $ (2.70)

Net earnings (loss) per share—diluted ..........cccerveirrirernerenniniecccrierenernsresennens $ 1.84 $ 125 § (2.70)
Net earnings (loss) per share: ‘

Net earnings (108s) per Share—basiC .....c.crvumereeuermierereisereurmrcrsrersrsressnmsenssresssessans $ 187 $ 134 § (2.70)

Net earnings (10ss) per share—diluted ..........coverrveeecnrnernrercnereeriiesensesssssioess $ 1.84 § 1.19 §  (2.70)
Dividends declared per COMMON SKATE.........vcoivciiiiiiiiinrsiincccsitessirnireensisins $ 1.76 $ 069 § 036

.........

et e et e x =
e o

powt
et

W . ot 453, o bl s
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IMPAC MORTGAGE HOLDINGS, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)

For the year ended December 31,
2002 2001 2000

CASH FLOWS FROM OPERATING ACTIVITIES
Earnings (loss) before cumulative effect of change in accounting principle.. § 74917 $ 33,795 §  (54,233)

Adjustments to reconcile net earnings (loss) to net cash provnded by
operating activities:

Cumulative effect of change in accounting principle ........coeveicerrenrerrines — (617) —
Equity in net (earnings) loss of Impac Funding Corporation..........c......e.... (17,073) (10,912) 1,762
Provision for loan losses.........ccenn... etessberainenses b s st s bbb s ener b . 19,848 16,813 18,839
Amortization of CMO premiums and deferred securitization costs ........... 37,945 14,973 15,308
Net change in accrued interest receivable.......cooeueciveernrrerennnieneneneeierenens (13,722) (1,577) (1,779)
Write-down of SECUTItIZAtION COSLS ...cveuvmerrieermrreieierereseenceeresssesnsessesesesesenees — 1,006 —
Write-down of investment securities available-for-sale .........cc.ovvevvvvercnnnene 1,039 2,217 53,576
Gain (loss) on sale of other real estate owned...........ccccecerevevrvrernerenenccnnens (154) 1,931 (1,814)
Gain on sale of investment securities available-for-sale......cc..ccccovvvvvvnen. — (312) —
Net change in other assets and Habilities..........cccecereeeneiveveeresinievenieienienn (1,267) (1,858) (4,939)
Net cash provided by operating activities...........ccococrieenrinncrcereceerenenen 101,533 55,459 26,720
CASH FLOWS FROM INVESTING ACTIVITIES:
Net change in CMO collateral ..........cccooviiiineecnnenesinenrerrer s e cesnee s (2,994,039) (907,189) 312,171
Net change in finance receivables ......c....cveecceerrnrereiineceieneeieesssneneees (673,599) (61,817) (208,966)
Net change in mortgages held-for-investment........cccocoeverereecrunnecerececnieneenas "(44,235) (16,091) (433,340)
Sale of investment securities available-for-sale........c.cocovvviiinrnieneeesnreinvene — 3,901 5,704
Dividends from Impac Funding Corporation...........c.cceeevereerconreereresnernesennes 12,870 8,894
Principal reductions on investment securities available-for-sale..............o..... 8,704 5,542 3,864
“ = ;Proceeds from sale of other real estate owned..........ccocceeeveevcmnrecireecnccreennen, 12,455 5,722 18,091
Net cash used in investing aCtivities ........ccocrvcrrerriveenereermncarrrenreresaens (3,677,844) (961,038) (302,476)

CASH FLOWS FROM FINANCING ACTIVITIES:

............. 692,675 62,824 (150,955)
.................................................................... 3,876,008 1,500,921 943,558
.................................................................... (985,657) (640,805) (503,091)
................................................................................................ (66,329) (9,686) (13,675)
................................................ — (7,747) —
............................................................. 119,159 33,533 —
— (54) (2,292)
993 554 —
920 (18) 3
............................................... 3,637,769 939,522 273,548
3 6ash a1 GaSh EQUIVAENLS......crrresrress s 61,458 33,943 (2,208)
cash equlvalents at beginning Of Year ..........ccoewvcceicecemmencresisnsnecnnns 51,887 17,944 20,152
md cash equxvalents At end Of YEar ........ccoeevveveieveenreneerrneeee e $ 113345 $ 51,887 § 17,944
b
¥
I
' ; See accompanying notes to consolidated financial statements
§
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IMPAC MORTGAGE HOLDINGS, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH F LOWS—(continue(i)

(in thousands)

__For_the_year ended December.31, . ..

T S - 2002 2001 2000
' SUPPLEMENTARY INFORMATION: - .
INEELESE PAIA ....eovevereenrectrererereesrenerecsnntesessesssenessessnssiiaseserasssssoresorssnsnsarass $ 140,935 $ 113,384 $§ 125,391
NON-CASH TRANSACTIONS:
Accumulated other comprehensive gain (10SS).....ccvvvverrerrsrerverennneersieereineees $ (21,864) $ (19,289) §$ 7,011
Transfer of mortgages held-for-investment to other real estate owned .......... 1,839 2,522 3,179
Transfer of CMO collateral to other real estate OWned......cevveerereeeveereeruenens 13,441 7,993 8,300
Transfer of finance receivables to other real estate owned........c.occvvervenrennen. —_ 606 647
Dividends declared and unpaid........ccoceoemeemrererirenrernieeienensseesreeseniseevereseeseans 21,754 14,081 788

See accompanying notes to consolidated financial statements.
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IMPAC MORTGAGE HOLDINGS, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS .

Note A—Summary of Business and Significant Accounting Policies
1. Business and Financial Statement Presentation

Impac Mortgage Holdings, Inc. (IMH), a Maryland corporation incorporated in August 1995, and its subsidiaries,
IMH Assets Corp. (IMH Assets), Impac Warehouse Lending- Group, -Inc. (IWLG), Impac Multifamily Capital
Corporation (IMCC) and its affiliate Impac Funding Corporation (IFC), together with its wholiy-owned subsidiaries
Impac Secured Assets Corp. (ISAC) and Novelle Financial Services, Inc. (Novelle) are collectively (the Company).
References to Impac Mortgage Holdings, Inc., or “IMH,” are made to differentiate IMH, the publicly traded Company,
as a separate entity from IMH Assets, IWLG, IMCC and IFC.

IMH is a mortgage real estate investment trust (REIT). Together with its subsidiaries and affiliate it is a nationwide
acquirer and originator of non-conforming Alt-A mortgage loans (AK-A mortgages). Alt-A mortgages are primarily
first lien mortgages made to borrowers whose credit is generally within typical Fannie Mae and Freddie Mac guidelines,
but have loan characteristics that make them non-conforming under those guidelines. Some of the principal differences
between mortgages purchased by Fannie Mae and Freddie Mac and Alt-A mortgages are as follows:

o credit and income histories of the mortgagor;

e documentation required for approval of the mortgagor; and

¢ applicable loan-to-value ratios.

The Company operates three core businesses:

» long-term investment operations;

*  mortgage operations; and

" e warchouse lending operations.
'The long-term investment operations invest primarily in adjustable and fixed rate Alt-A mortgages that are acquired
and originated by the mortgage operations. This business primarily generates net interest income from its mortgage
loan investment portfolio and, to a lesser extent, its investment securities portfolio. Investment in Alt-A mortgages is

. financed with collateralized mortgage obligations (CMO) financing, warehouse facilities and proceeds from the sale of
“capital stock””

- Th a_”gé:operations acquire, originate, sell and securitize primarily adjustable and fixed rate Alt-A mortgages.

. ‘The jmértgage'qp§r_ations_ generate income by securitizing and selling loans to permanent investors, including the long-

ixivq‘ghnent pperations. This business also earns revenue from fees associated with mortgage servicing rights,
RN . . . .

er servicing agreements and interest income earned on mortgages held-for-sale. The mortgage operations use
' ilities provided by the warehouse lending operations to finance the acquisition and origination of

4T ‘wa‘refhoil';s'e' lending operations provide short-term financing to mortgage loan originators, including the
teage ¢ Per’atibqs,by funding mortgages from their closing date until they are sold to pre-approved investors. This
: s from warehouse transactions as well as net interest income from the difference between its cost of

condition and operations of IMH have been presented in the consolidated financial statements for the
'hfdé"cllDecember 31, 2002 and include the financial results of IMH, IMH Assets, IWLG and IMCC as
jes and the financial results of IMH's equity interest in net earnings (loss) in IFC as a stand-alone entity.
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IMH is entitled to 99% of the earnings or losses of IFC through its ownership of all of the non-voting preferred stock of
IFC. As such, IMH records its investment in IFC using the equity method. Under this method, original investments are
recorded at cost and adjusted by IMH's share of earnings or losses. Certain officers and directors of IMH own all of the
common stock of IFC and are entitled to 1% of the earnings or losses of IFC. Gain on the sale of mortgages or securities
by IFC to IMH are deferred and accreted into gain on sale over the estimated life of the mortgages or securities using

been eliminated in consolidation. Interest income and expense on affiliated short-term advances or borrowings has been
earned or paid at the rate of 8.0% per annum. Certain amounts in the prior periods’ consolidated financial statements
have been reclassified to conform to the current presentatlon

Management has made a number of estimates and assumptions relating to the reporting of assets and liabilities, the
disclosure of contingent assets and liabilities at the date of the financial statements and the reported amounts of
revenues and expenses during the reporting period to prepare these financial statements in conformity with accounting
principles generally accepted in the United States of America. Actual results could differ from those estimates.

2. Cash and Cash Equivalents

For purposes of the consolidated statements of cash flows, cash and cash equivalents consist of cash and money
market mutual funds. Investments with maturities of three months or less at date of acquisition are considered to be

cash equivalents.
3. Investment Securities Available-for-Sale

Investment and mortgage-backed securities are classified as held-to-maturity, available-for-sale, and/or trading
securities. Held-to-maturity investment and mortgage-backed securities are reported at amortized cost, available-for-sale
securities are reported at fair value with unrealized gains and losses as a separate component of stockholders’ equity and
trading securities are reported at fair value with unrealized gains and losses reported in earnings. Investment securities
are held as available-for-sale reported at fair value with unrealized gains and losses reported as a separate component of
stockholders’ equity. Gains and losses on sale of investment securities available-for-sale are based on the specific
identification method. As IMH qualifies as a Real Estate Investment Trust (REIT), and no income taxes are paid, the
unrealized gains and losses are reported gross in stockholders’ equity. Premiums or discounts obtained on investment
securities are accreted or amortized to interest income over the estimated life of the investment securities using the
hgterest method. Investments securities may be subject to credit, interest rate and/or prepayment risk.

Pieg ;i From tlme to time, IMH purchases residuals created by IFC as a result of the sale of mortgages through
securitizations. However, IMH has not purchased mortgage-backed securities, including residuals, from IFC since
1999, IFC sells a portfolio of mortgages to a special purpose entity, ISAC, which has been established for the limited
purpose of buying and reselling the mortgages. IFC then transfers the same mortgages to a special purpose entity or
%wners trust. (the Trust). The Trust issues interest-bearing asset-backed securities generally in an amount equal to the
; egate prmcnpall balance of the mortgages. IFC typically sells these certificates at face value and without recourse.

1} presentatlons and warranties customary to the mortgage banking industry are provided by IFC. IMH or other
,vestors purchase these certificates from the Trust and the proceeds from the sale of the certificates are used as
: t‘lderanon to purchase the underlying mortgages. In addition, IFC may provide a credit enhancement for the benefit
’ the mvestors in the form of additional collateral held by the Trust. An over-collateralization account is required to be

ed at spec1ﬁied levels.

l!—‘lL

Q,Ccllaterai %md Mortgages Held-for-Investment

purchasestﬁ'om IFC primarily Alt-A mortgages to be held as long-term investment. Mortgages held-for-
ﬁmept .and CM(Dicollateral are recorded at cost as of the date of purchase. Mortgages held-for-investment and
9; A ﬂateral mcl.ude various types of adjustable and fixed rate mortgages secured by single-family residential and

fmnﬂy real Lestqte .properties originated by IMCC and, to a lesser extent, fixed rate second trust deeds secured by

_the interest method. All significant inter-company balances and transactions with- IMH’s consolidated subsidiaries have =~~~
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single-family residential real estate properties. Premiums and discounts, which may result from the purchase or
acquisition of mortgages in excess of the outstanding principal balance, are amortized to interest income over their
estimated lives using the interest method as an adjustment to the carrying amount of the mortgage. Prepaid
securitization costs related to the issuance of CMOs are amortized to interest expense over their estimated lives using
the interest method. Mortgages held-for-investment and mortgages held as CMO collateral are continually evaluated
for collectibility and, if appropriate; the mortgage may be placed on non-accrual-status; generally when the-mortgage-is-
90 days past due, and previously accrued interest reversed from income.
5. Finance Receivables K
Finance receivables represent transactions with customers, including affiliated companies, involving residential
real estate lending. As a warehouse lender, IWLG is a secured creditor of the mortgage bankers and brokers to which it
extends credit and is subject to the risks inherent in that status including, the risk of borrower default and bankruptcy.
Any claim of IWLG as a secured lender in a bankruptcy proceeding may be subject to adjustment and delay. Finance
receivables represent warehouse lines of credit with mortgage banking companies collateralized by mortgages on
single-family residences. Finance receivables are stated at the principal balance outstanding, Interest income is recorded
on the accrual basis in accordance with the terms of the mortgages.

6. Allowance for Loan Losses

An allowance is maintained for losses on mortgages held-for-investment, mortgages held as CMO collateral and
finance receivables at an amount that management believes is sufficient to provide adequate protection against future
losses in the mortgage loan investment portfolio. The allowance for losses is determined primarily on management’s
judgment of net loss potential changes in the nature and volume of the portfolio, value of the collateral and current
economic conditions that may affect the borrowers’ ability to pay. A provision is recorded for loans deemed to be
uncollectible thereby increasing the allowance for loan losses. Subsequent recoveries on mortgages previously charged
off are credited back to the allowance. Provision for loan losses is also determined based on the following:

" management’s judgment of the net loss potential of mortgages in our mortgage loan investment portfolio based
-~ - on prior loan loss experience;

' e  changes in the nature and volume of the mortgage loan investment portfolio;
e value of the collateral;
i P . delinquency trends; and

S current economlc conditions that may affect the borrowers’ ability to pay.

7 Plfeﬁnsm and Equlpment

i
'

em ses and equipment is recorded using the stm1ght-hne method over the estimated useful lives of individual assets,
1] gp;gally, thrce to twenty years.

a. .

HiHi
10:B¢

Lheid isxon to issue CMOs is based on our current and future investment needs, market conditions and other
1S’ ‘_Os, Whlch are pnmanly secured by Alt-A mortgages on single-family and multi-family residential real
ity ‘are issued as'a means of financing its long-term investment operations. CMOs are carried at their outstanding
) "'ances mcludmg accrued interest on such obligations. For accounting and tax purposes, mortgages financed
¢ lissnance of CMOs are treated as assets and the CMOs are treated as debt when for accounting purposes the
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CMO qualifies as a financing arrangement. Each issue of CMOs is fully payable from the principal and interest
payments on the underlying mortgages collateralizing such debt and any investment income on such collateral. CMOs
typically are structured as one-month London Interbank Offered Rate (LIBOR) “floaters” and fixed rate securities with
interest payable monthly. The maturity of each class of CMO is directly affected by the rate of principal prepayments on
the related CMO collateral. Each CMO series is also subject to redemption according to specific terms of the respective
. indentures. As a result, the actual-maturity of any class' of a"CMO “series is likély to occur earlier than the stated
maturities of the underlying mortgages. When we issue CMOs for financing purposes, we seek an investment grade
rating for our CMOs by a nationally recognized rating-agency. To secure such a rating, it is ofien necessary to pledge
collateral in excess of the principal amount of the CMOS:to be issued, or to obtain other forms of credit enhancements
such as additional mortgage insurance. The need for additional collateral or other credit enhancements depends upon
factors such as the type of collateral provided, the interest rates paid, the geographic concentration of the mortgaged
property securing the collateral and other criteria established by the rating agencies. The pledge of additional collateral
reduces our capacity to raise additional funds through short-term secured borrowings or additional CMOs and
diminishes the potential expansion of our mortgage loan investment portfolio. As a result, our objective is to pledge
additional collateral for CMOs only in the amount required to obtain an investment grade rating for our CMOs by a
nationally recognized rating agency. Our total loss exposure is limited to the equity invested in the CMOs at any point
in time. A net interest spread between interest income on mortgages securing CMOs and interest and other expenses
associated with CMO financing is earned. Net interest spreads may be directly impacted by levels of early prepayment
of underlying mortgages and, to the extent each CMO class has variable rates of interest, may be affected by changes in
short-term interest rates.

9. Income Taxes

IMH operates so as to qualify as a REIT under the requirements of the Internal Revenue Code (the Code).
Requirements for qualification as a REIT include various restrictions on ownership of IMH’s stock, requirements
concerning distribution of taxable income and certain restrictions on the nature of assets and sources of income. A REIT
must distribute at least 90% of its taxable income to its stockholders of which 85% must be distributed within the
taxable year in order to avoid the imposition of an excise tax and the remaining balance may extend until timely filing
of its tax return in its subsequent taxable year. Qualifying distributions of its taxable income are deductible by a REIT in
computing its taxable income. If in any tax year IMH should not qualify as a REIT, it would be taxed as a corporation
and distributions to the stockholders would not be deductible in computing taxable income. If IMH were to fail to
qualify as a REIT in any tax year, it would not be permitted to qualify for that year and the succeeding four years. As of
December 31, 2002 IMH has estimated federal and state net operatmg loss tax carry-forwards of $16.7 million, which
explre in the year 2020, that are available to offset future taxable income.

‘‘‘‘‘‘‘

» B_as;c net earnings (loss) per share are computed on the basis of the weighted average number of shares outstanding
for the year divided by net earnings (loss) for the year. Diluted net earnings (loss) per share are computed on the basis of
the welghted average number of shares and dilutive common equivalent shares outstanding for the year divided by net

,‘of the shares of common stock at the time the NQSO or ISO is granted. Grants under stock option
' Qado’qnd administered by the board of directors. IMH currently has a 1995 Stock Option, Deferred Stock
icted St ck Plan (1995 Plan). During 2001 the board of dlrectors and stockholders approved a new Stock
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and restricted stock, and, in the case of the 2001 Plan, dividend equivalent rights and, in the case of the 1995 Plan, stock
appreciation rights and limited stock appreciation rights awards (Awards).

In December 2002 the FASB issued SFAS No. 148, “Accounting for Stock-Based Compensation ~ Transition and
Disclosure” (SFAS 148), an amendment of FASB Statement No. 123, “Accounting for Stock-Based Compensation,”
" (FASB 123). SFAS 148 amends FASB 1237to provide alternative méttiods of transition for a voluntary changetothe—— —
fair value method of accounting for stock-based employee compensation. In addition, SFAS 148 amends the disclosure
requirements of SFAS 123 to require prominent disclosures in both annual and interim financial statements. On
December 15, 2002 IMH adopted the disclosure requirements of SFAS 148. In November 1995 the FASB issued SFAS
No. 123, “Accounting for Stock-Based Compensation” (SFAS 123). This statement establishes financial accounting
standards for stock-based employee compensation plans. SFAS 123 permits management to choose either a new fair
value based method or the current APB 25 intrinsic value based method of accounting for its stock-based compensation
arrangements. SFAS 123 requires pro forma disclosures of net earnings (loss) computed as if the fair value based
method had been applied in financial statements of companies that continue to follow current practice in accounting for
such arrangements under APB 25. SFAS 123 applies to all stock-based employee compensation plans in which an
employer grants shares of its stock or other equity instruments to employees except for employee stock ownership
plans. SFAS 123 also applies to plans in which the employer incurs liabilities to employees in amounts based on the
price of the employer’s stock, i.e., stock option plans, stock purchase plans, restricted stock plans and stock appreciation
rights. The statement also specifies the accounting for transactions in which a company issues stock options or other
equity instruments for services provided by non-employees or to acquire goods or services from outside suppliers or
vendors.

At December 31, 2002, the Company had a stock-based compensation plan. IMH applied APB Opinion No. 25 in
accounting for its plans. No compensation cost has been recognized for fixed stock option plans. Had compensation
cost for the Company's stock-based compensation plans been determined consistent with SFAS 123, the Company's net
earnings and earnings per share would have been reduced to the pro forma amounts indicated below (in thousands of
dollars, except per share amounts):

For the year ended December 31,

2002 2001 2000
Net earnings (loss) before extraordinary item and cumulative effect of
change in accounting principle as reported...........ovieiicrnniiecierenneicnnnns $ 74917 § 34,801 § (54,233)
Less: Total stock-based employee compensation expense determined under
. ..1 fair value based method for all AWArAS .......c.cccerrueerernrcrsenernnersessescssecessisasssesenes (556) (308) (73)
{201, Pro forma net €arnings (10SS)......c...uerreemreermrecermsmassssssssssasssssssmsssssossssannssesssnsesens $ 74,361 $ 34,493 $ (54,306)

Net earnings (loss) per share before extraordinary item and cumulative
; - effect of change in accounting principle as reported:

'$ 187 $ 141 § (2.70)
$ 184 § 125 $ (2.70)

3 1.85 § 140 $  (2.70)
$ 1.82 § 123 § (270

$ 1878 134§ (270
$ 1848 119 $ (270

$ 185 % 133 § (2.70)
$ 18 $§ 1.8 (2.70)
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The derived fair value of the options granted during 2002, 2001 and 2000 was approximately $1.19, $1.18 and
$0.75, respectively. The fair value of options granted, which is amortized to expense over the option vesting period in
determining the pro forma impact, is estimated on the date of grant using the Black-Scholes option pricing model with
the following weighted average assumptions: )

e - T FortheyearendedDecember31

2002 2001 2000
RiSK-free INLEFESt TALE .......ourvecrververerersreessess s ssas s indesesessasnsssnsssnsens 1.45% 2.22% 4.80%
Expected lives (in years) : 3-10 3-10 1-3
Expected VOIatility........cocovccecerecniieireseniisiericsiseseeseteceseasssesesersnesanes 35.07% 52.87% 62.64%
Expected dividend yield .......ccceoeeeieinieininreiecesi e reneneseanes 10.00% 10.00% 11.20%

12. Derivative Instruments and Hedging Activities

In June 1998 the Financial Accounting Standards Board (FASB) issued Statement of Financial Accounting
Standards (SFAS) No. 133, “Accounting for Derivative Instruments and Hedging Activities,” as amended by SFAS No.
137 and SFAS No. 138, collectively, (SFAS 133). SFAS 133 establishes accounting and reporting standards for
derivative instruments, including a number of derivative instruments embedded in other contracts, collectively referred
to as derivatives, and for hedging activities. It requires that an entity recognize all derivatives as either assets or
liabilities in the statement of financial position and measure those instruments at fair value. If specific conditions are
met, a derivative may be specifically designated as (1) a hedge of the exposure to changes in the fair value of a
recognized asset or liability or an unrecognized firm commitment; (2) a hedge of the exposure to variable cash flows of
a forecasted transaction; or (3) a hedge of the foreign currency exposure of a net investment in a foreign operation, an
unrecognized firm commitment, an available for sale security or a foreign-currency-denominated forecasted transaction.

On January 1, 2001 IMH adopted SFAS 133 and the fair value of derivatives were reflected in financial condition
and results of operations. On August 10, 2001 the Derivatives Implementation Group (DIG) of the FASB published
DIG G20 which further interpreted SFAS 133. On October 1, 2001 IMH adopted the provisions of DIG G20 and net
income and accumulated other comprehensive income were adjusted by the amount needed to reflect the cumulative
impact of adopting the provisions of DIG G20.

 Management follows a hedging program intended to limit its exposure to changes in interest rates primarily
associated with cash flows on CMO borrowings. Management's primary objective is to hedge exposure to the
variability. in future cash flows attributable to the variability of one-month LIBOR, which is the underlying index of
ad_]ustable rate CMO borrowings. Management also monitors on an ongomg basis the prepayment risks that arise in
fluctuating interest rate environments. Management's hedging program is formulated with the intent to offset the
potentlal adverse effects of changing interest rates on cash flows on CMO borrowings resulting from the following:

fo: fiﬁyterest rate adjustment limitations on CMO collateral due to periodic and lifetime interest rate cap features;
and - .

il ‘ j1msmatched interest rate adjustment periods between mortgages held as CMO collateral and CMO borrowings.

r Wilied

! “ ltmate exposure to the effect of changing interest rates on cash flows on CMO borrowings, IMH purchases
jyat] ‘es in: the form of interest rate cap agreements (Caps) interest rate floor agreements (Floors) and interest rate
AP AgTee ems (Swaps) A Cap or Floor is a contractual agreement for which IMH pays a fee. If prevalhng interest
'_’thtlevels specified in the Cap or Floor agreement IMH may either receive or pay cash. A Swap is generally a
;agreement that obligates one party to receive or make cash payments based on an adjustable rate index and

‘ath party /to Teceive or make cash payments based on a ﬁxed rate. Swaps have the effect of ﬁxmg borrowing costs

ve toi lock’in a reliable stream of cash flows when interest rates fall below or rise above certam levels. For
€ when interest rates rise, borrowing costs may increase at greater speeds than the underlying collateral
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supporting the borrowings. These derivatives hedge the variability of forecasted cash flows attributable to CMO
borrowings and protect net interest income by providing cash flows at certain triggers during changing interest rate
environments. In all hedging transactions counter-parties must have a highly rated credit rating as determined by
various credit rating agencies.

. Caps_qualify as derivatives under provisions of SFAS 133. The hedging instrument is the specific LIBOR Cap that
is hedging the LIBOR based CMO borrowings. The nature of the risk being hedged is the variability of the cash flows
associated with the LIBOR borrowings. Prior to the adoption of DIG G20 management assessed the hedging
effectiveness of its Caps utilizing only the intrinsic value;of the Caps. DIG G20 allows management to utilize the
terminal value of the Caps to assess effectiveness. DIG G20 also allows for amortization of the initial fair value of the
Caps over the life of the Caps based on the maturity date of the individual caplets. Upon adoption of DIG G20 net
income and accumulated other comprehensive income were adjusted by the amount needed to reflect the cumulative
impact of adopting the provisions of DIG G20. Subsequent to the adoption of DIG G20 Caps are considered effective
hedges and are marked to market each reporting period with the entire change in market value being recognized in

accumulated other comprehensive income.

Floors qualify as cash flow hedges under the provisions of SFAS 133. The hedging instrument is the specific
LIBOR Floor that is hedging the LIBOR based CMO borrowings. The nature of the risk being hedged is the variability
of the cash flows associated with the LIBOR borrowings. Prior to DIG G20 these derivatives were marked to market
with the entire change in the market value of the intrinsic component recognized in accumulated other comprehensive
income each reporting period. The time value component of these agreements were marked to market and recognized in
non-interest expense in the statement of operations. Subsequent to the adoption of DIG G20 these derivatives are
marked to market with the entire change in the market value recognized in accumulated other comprehensive income.

Effectiveness of derivatives is measured by the fact that the hedged item, CMO borrowings, and the derivative is
based on one-month LIBOR. As both instruments are tied to the same index, the hedge is expected to be highly
effective both at inception and on an ongoing basis. Management assesses the effectiveness and ineffectiveness of the
hedging instruments at the inception of the hedge and at each reporting period. Based on the fact that, at inception, the
critical terms of the hedges and forecasted CMO borrowings are the same, management has concluded that the changes
in cash flows attributable to the risk being hedged are expected to be completely offset by the derivatives, subject to
subsequerit assessments that the critical terms have not changed.

13. Recent Accounting Pronouncements

- I June 2001 FASB issued SFAS No. 143, “Accounting for Asset Retirement Obligations” (SFAS No. 143)
requires the Company to record the fair value of an asset retirement obligation as a liability in the period in which it
incurs-a legal obligation associated with the retirement of tangible long-lived assets that result from the acquisition,
construction, development, and/or normal use of the assets. The Company also records a corresponding asset that is
depreciated over the - life of the asset. Subsequent to the initial measurement of the asset retirement obligation, the

.- obligation will be adjusted at the end of each period to reflect the passage of time and changes in the estimated future

cash: flows, underlying the obligation. The Company is required to adopt SFAS No. 143 on January 1, 2003. The

adoptlon of SFAS No 143 did not expected to have a material effect on the Company’s financial statements.

i002 the FASB issued SFAS No. 145 “Rescission of FASB Statements No. 4 44 and 64, Amendment of

, on*the extinguishment of debt to prohibit the clasmﬁcatlon of the gain or loss as extraordinary, as the

; gmshments have become part of the risk management strategy of many companies. SFAS 145 also
‘ 13 to require sale-leaseback accounting for certain lease modifications that have economic

aseback transactions. The provisions of the statement related to the rescission of Statement No.
'year's'beginning after May 15, 2002. Earlier application of these provisions is encouraged. The
'ement related to Statement No. 13 were effective for transactions occurring after May 15, 2002,
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with early application encouraged. The adoption of SFAS 145 is not expected to have a material effect on the
Company’s financial statements.

In June 2002 the FASB issued SFAS No. 146, “Accounting for Costs Associated with Exit or Disposal Activities”
(SFAS 146). SFAS 146 addresses financial accounting and reporting for costs associated with exit or disposal activities

.and nullifies Emerging Issues Task Force (EITF) Issue 94-3, Liability Recognition for Certain-Employee Termination— -

" Benefits and Other Costs to Exit an Activity. The provisions of SFAS 146 are effective for exit or disposal activities

that are initiated after December 31, 2002, with early application encouraged. The adoption of SFAS 146 is not
expected to have a material effect on the Company’s ﬁnancxal statements.

In November 2002 the FASB issued Interpretation No. 45, Guarantor’s Accounting and Disclosure Requirements
for Guarantees, Including Indirect Guarantees of Indebtedness to Others, an interpretation of FASB Statements No. 5,
57 and 107 and a rescission of FASB Interpretation No. 34. This Interpretation elaborates on the disclosures to be made
by a guarantor in its interim and ahnual financial statements about its obligations under guarantees issued. The
Interpretation also clarifies that a guarantor is required to recognize, at inception of a guarantee, a liability for the fair
value of the obligation undertaken. The initial recognition and measurement provisions of the Interpretation are
applicable to guarantees issued or modified after December 31, 2002 and are not expected to have a material effect on
the Company’s financial statements. The disclosure requirements are effective for financial statements of interim or
annual periods ending after December 15, 2002.

In December 2002 the FASB issued SFAS No. 148, “Accounting for Stock-Based Compensation -~ Transition and
Disclosure” (SFAS 148), an amendment of FASB Statement No. 123. SFAS 148 amends FASB Statement No. 123,
Accounting for Stock-Based Compensation, to provide alternative methods of transition for a voluntary change to the
fair value method of accounting for stock-based employee compensation. In addition, SFAS 148 amends the disclosure
requirements of Statement No. 123 to require prominent disclosures in both annual and interim financial statements.
Certain portions of the disclosure modifications are required for fiscal years ending after December 15, 2002 and are
included in the notes to these consolidated financial statements. The Company has adopted the disclosure requirement
ofSFAS 148 and will continue to account for stock options using the intrinsic value method.

. In January 2003 the FASB issued Interpretation No. 46, “Consolidation of Variable Interest Entities, an
interpretation of ARB No. 517 (FIN 46). FIN 46 addresses the consolidation by business enterprises of variable interest
entities as defined in the Interpretation. FIN 46 applies immediately.to variable interests in variable interest entities
created after January 31, 2003 and to variable interests in variable interest entities obtained after January 31, 2003. For
nonpublic enterprlses, such as IFC, with a variable interest in a variable interest entity created before February 1, 2003

, _the Interpretatlon is applied to the enterprise no later than the end of the first reporting period beginning after June 15,

2003. IMH is subject to a majority of the risk of loss from IFC and will therefore need to be included as a consolidated

ii:; entity upon adoption of FIN 46. The result of this consolidation would be the elimination of certain inter-company
+ - :balances and certain gains or losses. The adoption of FIN 46 will likely be immaterial on the results of operations of the
i1 »Company as 99%.of the earnings or losses of IFC are currently included in the Company s financial statements through

e "ls
iy Delves jits payments During 2000 IMH wrote-off $52 6 million of investment securities available-for-sale that
Bi)| vestment securities secured by high loan-to-value second trust deeds, franchise loans receivable and certain sub-
ubordmated securmes all of which were acquired prior to 1998. Subsequent to 1997 IMH has only acquired or
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invested in securities that are secured by mortgages underwritten and purchased by the mortgage operations. However,
no investment securities have been purchased from IFC since 1999. During the years ended December 31, 2002 and
2001 IMH sold investment securities available-for-sale with a carrying value of none and $3.6 million, respectively.

The amortized cost and estxmated falr value of investment secuntxes avallable-for-sale for the penods indicated are

presented as follows: ) : - .

Gross Gross
» Amortized Unrealized Unrealized Estimated
i Cost Gain Loss Fair Value

(in thousands)
As of December 31, 2002:

Subordinated securities secured by mortgages.........c..cecuerrvne $ 17,710 § 8355 § — $ 26,065
As of December 31, 2001:
Subordinated securities secured by mortgages.......c..ccccevvrennee $ 26661 § 7,286 § 958 $ 32,989

To determine the fair value of investment securities available-for-sale, management must estimate future rates of
mortgage prepayments, prepayment penalties to be received, delinquency rates, constant default rates and default loss
severity and their impact on estimated cash flows. As of December 31, 2002 management used a 0.30% to 6.20%
constant default rate estimate with a 10% to 130% loss severity estimate, which resulted in loss estimates of 0.03% to
8.10%. These estimates are based on historical loss data for comparable mortgages. Management estimates mortgage
prepayments by evaluating historical prepayment performance of comparable mortgages and trends in the indusiry. As
of December 31, 2002 management used a constant prepayment assumption of 23% to 50% to estimate the prepayment
characteristics of the underlying collateral. Management determines the estimated fair value of the residuals by
: discounting the expected cash flows using a discount rate, which it believes is commensurate with the risks involved.
o As of December 31, 2002 management used a weighted average discount rate of approximately 9.85%.

Retained Interests in Securitizations

"IMH uses certain assumptions and estimates in determining the fair value allocated to the retained interest at the
timé of initial sale and each subsequent sale in accordance with SFAS 140. These assumptions and estimates include
projections for mortgage prepayment rates, constant default rates and loss severity commensurate with the risks
involved and are reviewed periodically by management. Key economic assumptions used in measuring the retained
interests for the periods indicated are as follows:

e At At

: At time of December 31, December 31,

: Securitization 2002 2001
A Prepayment SPEEL..cceiriritiimiint e s 16-50% 25-50% 18-50%
‘ '-, i Loss ISEVETILY ©ovvvenrrvseirssssssssssssarsssssssasssusstsss s st snsssasessssssnsasessassrsaneses 10-100% 10-130% 10-130%
.Con -tant default TALE...crimnirerstriserserereresssnsses b et en st aenseesassrereasseteanens 0.01-1% 1-620%  0.30-6.20%

N
: 'hge followmg table presents key economic assumptions and the sensitivity of the current fair value of residual cash

s lon | *mvéstment securities available-for-sale to immediate 10% and 20% adverse changes in those assumptions for
! ; dxcated (dollars in thousands): -
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At December 31,
2002 2001
Carrying amount of InVeStMent SECUTTEIES c.cuvrrureriiercereiinereresensere e st ere e e snsesans $ 21,591 $ 22297
Estimated fair value of investment secuntles P 1) SV
Prepayment Speed Assumptions: R 25-50% 15.20-60%
Decline in fair value of 10% adverse change ................ fesree ettt s $ (@491 3 (812)
Decline in fair value of 20% adverse change ................... it raeees (973) (1,494)
Loss Severity Assumptions: ' 10-130% 11-156%
Decline in fair value of 10% adverse Change .............ceceevrereerersierernieieeesse e seereseeesenes § (34 $ (46)
Decline in fair value of 20% adverse change ...........cocceevernnnnnecsncrensennseensenres s (68) (100)
Constant Default Rate Assumptions: 1-6.20% 0.33-7.44%
Decline in fair value of 10% adverse change ...........cocevvvvrvermrerirerenvernrenesseiesererensressens $  (54)) $  (706)
Decline in fair value of 20% adverse Change ............vceecereveemiriiiiseseeresseessecsisnesesessessens (1,079) (926)

These sensitivities are hypothetical and should be used with caution. As the figures indicate, changes in fair value
based on a 10% and 20% variation in assumptions generally cannot be extrapolated because the relationship of the
change in the assumption to the change in fair value may not be linear. Also, the effect of a variation in a particular
assumption on the fair value of the retained interest is calculated without changing any other assumption; in reality,
changes in one factor may result in changes in another, for example, increases in market interest rates may result in
lower prepayments and increased credit losses, which might magnify or counteract the sensitivities.

Quantitative information about delinquencies, credit losses and cash flows related to retained interests for the
indicated periods are presented as follows (dollars in thousands):

At December 31,
2002 2001
INEE CPETIt LOSSES. eereirrrreieeerrieeereteeserias et st te st essebebessetenesmrs et sseseseresasssosssobossonnorsnsases $ 994 $ 586
ACtUAL 10SSE5 10 QBIE c.vvvueevereereeerrirrie s ereerteneeesaisresneesseratssessssassensessnessossressrasesssasesseeen 313% 3.01%
Projected 1085e5 OV LI . .o.vireeiicniiiie ittt se s s e 1.09 % 1.14%
Cash flows received on retained INTEIESLS ......cccceeviveeirreireriiieeee et ce e seessassesess $ 4,636 $ 2224

| , Note C—Mortgages Held-for-Investment

Mortgages held-for-investment include various types of adjustable and fixed rate loans secured by mortgages on
smgle-famlly residential and multi-family real estate properties. During the years ended December 31, 2002 and 2001
IMH purchased $3.9 billion and $1.5 billion, respectively, of mortgages from IFC. As of December 31, 2002 and 2001
approximately 45% and 28%, respectively, of mortgages held-for-investment were collateralized by properties located
m£ahfom1a Mortgages held-for-investment for the periods indicated consisted of the following:

At December 31,
2002 2001
J L (in thousands)
ustable rate mortgages secured by single-family residential real estate ............oo...  $ 15,626 $ 6,875
dJustable rate mortgages ‘secured by multi-family residential real estate...................... 13,392 —

: Ked rate mortgages secured by second trust deeds on single-family residential
re; ; 27,880 20,211

i
.............................................................................................................

x;,w.-.u net-premlums (dlscounts) and deferred costs on mortgages ........o.oevevveee 638 8
'es held- for-mvestment..............._ ............................................................ $ 57,536 $ 20,078

RS

Ry

e ey

ELL ey
B

\S __  o 'mber 31, 2002 and 2001 there were $6.0 million and $9.3 million, respectively, of mortgages held-for-
nt, which were not accruing interest due to the delinquent nature of the mortgages. If interest on such loans had

MEE e
3
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been accrued for the years ended December 31, 2002, 2001 and 2000, interest income would have increased by
$328,000, $563,000 and $1.0 million, respectively.

Note D-—CMO Collateral

IMH Assets éarns the et interest spread between the interest income on the mortgages securing CMOs and-the—
interest and other expenses associated with CMO financing. Interest income is reduced by the amortization of loan
premiums while interest expense includes the amortization of securitization costs, which are incurred in obtaining CMO
financing, The net interest spread on CMOs may be directly*impacted by mortgage prepayment levels and, to the extent
each CMO class has variable rates of interest, by changes in short-term interest rates. CMO collateral includes various
types of adjustable and fixed rate mortgages secured by single-family residential and multi-family real estate properties
and, to a lesser extent, fixed rate second trust deeds secured by single-family residential real estate properties. CMO
collateral for the periods indicated consisted of the following:

At December 31,
2002 2001
(in thousands)
Adjustable and fixed rate mortgages secured by single-family residential real estate..... $ 5,054,486 $ 2,161,645

Adjustable rate mortgages secured by multi-family residential real estate...................... 12,403 —
Fixed rate second trust deeds secured by single-family residential real estate ................ 15,319 24916
Unamortized net premiums on mortgages 75,987 35,397
Capitalized SECUTItIZALION COSLS ....cccrievirurmniinreireeieeerrceerierssastesssesssressssnsssssaissnssssaserersens 21,816 11,582
Fair value of derivative MSIUIMENES ........c..cooeeiireiescrecteieseeevessereeeiresessesesserssestasssnssrons (30,331) (4,372)

Total CMO COIAtEral ........ccccveurerriererercercsterinesserssasassesaseserestss s esssssensesesssnasaranens $ 5,149,680 § 2,229,168

The following table presents selected information about CMO collateral for the periods indicated:

- At December 31,
- 2002 2001 2000
S ~ Percent Alt-A MOTLAZES ........vvvvvsvrerserisesiessenssamssssstanssssssssnsnss s ssssssssssnaens 99 95 90
i " Percent ARME oo ostnssssssnsssomsons sassssssssssss sttt s st ssns 85 87 65
b Percent hybrid ARMS ..........oevemienriininiiiiinsssssss st ssasesssnsssssssaeses 35 68 65
3 | Weighted average months until hybrid ARMs interest rate adjustment.......... 14 15 16
~ Welghted AVETAZE COUPOM 1ootrtsiesces ettt 6.57 7.92 9.33
- Weighted aVerage Margin..........cc.eeereuereresiversesessmsesssessssessssssssessssssssesessesaes 3.01 3.42 4.15
Weighted average original LTV .......ccccoiivcvcrneonrnnriercirreseeeensesessanesesenns 82 83 85
 Weighted average original credit SCOre ......oouverirerernenimveriennrccsneececiessiens 683 678 675
* i Percent with active prepayment Penalty .............ccocceueicruimsccrinsisnecssssssenies 76 54 36
, I Weighted average months until prepayment penalty expiration..................... 24 22 27
.| Prior 12-month Prepayment fate............ccuurmmummmmsmmmussssenssssnssessssosesssssessssessioses 25 34 25
1| Lifetilne PrEPayMEnt FALE ..........rvreveeecererseceresmarresseasserescarsimmsmsseesesssnsssssssessessss 33 34 31
i Percent BT e T T —— 63 63 53
ercent purchas¢ tran 62 70 74
1 €r o 93 94 96
99 99 95

% a3 of December 31 2002 and 2001, respectively, with advance rates between 75% and 99% of the fa1r value of
( es outstanding. The terms of IWLG’s non-affiliated warehouse lines, including the maximum warehouse
and interest rate, are determined based upon the financial strength, historical performance and other
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qualifications of the borrower. The warehouse lines have maturities that range from on-demand to one year and are

generally coilateralized by mortgages on single-family residential real estate. As of December 31, 2002 and 2001

IWLG had $1.5 billion and $1.7 billion, respectively, of warehouse lines of credit available to 64 and 57 borrowers,

respectively, of which $1.1 billion and $466.6 million, respectively, was outstanding. IWLG finances its warehouse

lending operations through reverse repurchase agreements and equxty Finance recelvables net of pledge balances, for
-— - —- —the periods indicated consisted of the following: - -~~~ -~ = 77

At December 31,
) 2002 2001
- (in thousands)
Due from non-affiliated mortgage COMPANIES ........ovovervrerereeeerersmsrerssnsssssssssreresssssrsnsenes $ 664,021 § 300,571
DUE FTOM IFC ...ovvicieereecer et snresnteiesseeseeseiebesstessrasseasessstossesssersensostessnsensrenssssesarsns 363,033 106,940
Due from Impac Lending Group (ILG) ...ccoeoeomrrerereriieieseiceneerecsienseseorsasssnisesssrssssesses 87,455 34,907
Due from Novelle Financial Services, Inc. (INFS).....cccoeveerrrerrceneresesiesierersressesserssseens 25,739 24,231
Total fINANCE TECEIVADIES ..ovivveii ittt et sassestesesbeesearesaestsbesarererae $ 1,140,248 § 466,649

Note F—Allowance for loan losses
Activity for allowance for loan losses for the periods indicated was as follows:

For the year ended December 31,

2002 2001 2000
(in thousands)
Beginning DAIANCE ....c.c.cerrveeerrmrerrecrreeennrisesessstsssssss s esesssssessesessssmsssseseraseses $ 11,692 $§ 509 $§ 4,029
Provision fOr 10an I0SSES.......coveevieiieieieeeeie ettt eeeereeas e sebeseessressesens 19,848 16,813 18,839
Charge-offs, net 0f TECOVETIES .......cccveverrnriririnineiceet st crr e eses e (4,938) (9,339) (16,496)
Loss on sale of delinquent 10ans.........ccouivieeieeneciesreenreeteesessesseecissseeeenene — (872) (1,282)
Ending balance ......c.ccoovevereenercereneenens rteeererebeseateanteaseraatesssarebesebeeratesnertesennarabens $ 26602 $ 11692 § 5090

Note G—Reverse repurchase agreements

IMH and IWLG enter into reverse repurchase agreements with major brokerage firms to finance its warehouse
lencing operations and to fund the purchase of mortgages and mortgage-backed securities. Mortgages and mortgage-
S backed securities underlying reverse repurchase agreements are delivered to dealers that arrange the transactions.
SN Reverse repurchase agreements are uncommitted lines, which may be withdrawn at any time by the lender, with interest
rates that range from one-month LIBOR plus 0.85% to 2.00% or Eurodollar rates plus 75 to 150 basis points, depending
on the type of collateral provided.

- A reverse repurchase agreement, although structured as a sale and repurchase obligation, acts as a financing .

vehJcle' under which IMH and IWLG effectively pledges mortgages and mortgage-backed securities as collateral to

-++: secure a short-term loan. Generally, the other party to the agreement makes the loan in an amount equal to a percentage
“ of the market value of the pledged collateral. At the maturity of the reverse repurchase agreement, IMH is required to
'%'f repay the loan and correspondingly it receives its collateral. Under reverse repurchase agreements, IMH retains the
£ beteficial ownersth, including the right to distributions on the collateral and the right to vote on matters as to which
'g:ie‘t;ﬁcate holders; vote Upon payment default, the lending party may liquidate the collateral. IMH’s borrowing
e;;;ents requlre gt to pledge cash, additional mortgages or additional securities backed by mortgages in the event the
et va]ue of existing collateral declines. IMH may be requlred to sell assets to reduce its borrowings to the extent
: ;afh seserves: are- insufficient to cover such deficiencies in collateral. Interest expense on reverse repurchase

men :' tb fund ithe purchase of mortgages for the years ended December 31, 2002, 2001 and 2000 was $23.6

s $30§83gxﬂllon and $39.2 million, respectively. The following tables present information regarding reverse
agreements for the periods indicated (dollars in thousands):

RANEACETL -
TR
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Reverse
Type of Repurchase  Underlying Maturity
Collateral Committed Liability Collateral Date
. As of December 31, 2002......cc.ccoevuvenenane Mortgages No $ 1,168,029 $ 1,207,745 N/A.
As of December 31, 2001 ....ccccerinennee Mortgages - - No. 8§ ..469491._8 . 489,113... .N/A.

As of December 31, 2002 and 2001 reverse repurchase agreements includes accrued interest payable of $1.5
million and $488,000, respectively. The following table présents certain information on reverse repurchase agreements
for the periods indicated: -

For the year ended December 31,

2002 2001

(dollars in thousands)
Maximum month-end outstanding balance during period.........ccecvvrvceevernerercninsnnenns $ 1,168,029 $ 663,306
Average balance outstanding for period.........o.cocevivicnnivecrenninies s 814,248 580,605
Weighted average rate for period .......oovveicreirmcicciciciceii e 2.90% 531%

Note H—CMO Borrowings

Interest rates on adjustable rate CMOs range from a low of 0.26% over one-month LIBOR on "AAA" credit rated
bonds to a high of 4.13% over one-month LIBOR on "BBB" credit rated bonds. As of December 31, 2002 interest rates
on adjustable rate CMOs ranged from 0.26% to 2.75% over one-month LIBOR, or 1.64% to 4.13%. Interest rates on
fixed rate CMOs range from 5.25% to 12.00%, depending on the class of CMOs issued. IMH Assets completed $3.9
billion and $1.5 billion in CMOs during the years ended December 31, 2002 and 2001, respectively. For the years
ended December 31, 2002, 2001 and 2000 interest expense on CMO borrowings was $117.8 million, $77.8 million and
$80.3 million, respectively.

The following table presents CMOs issued, CMOs outstanding for the periods indicated and certain interest rate
information on each CMO (dollars in millions):
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Range of Range of
CMOs Range of Interest Rate Interest Rate
Outstanding Fixed Margins Over Optional Margins After
Issue Issuance as of Interest One-Month Redemption Adjustment
Date - Issuance Name Amount  12/31/02 12/31/01 Rates (%) LIBOR (% Date Date (%)
- 01727/98 “ImpacCMB = ST T T T T T S e
Trust Series 1998-1 ..... $ 36288 458% 917 6.65-7.25 N/A N/A N/A
03/24/98 Impac CMB
Trust Series 19982 ..... 220.2 336 * 622 6.70-7.25 N/A N/A N/A
06/24/99 Impac CMB
Trust Series 1999-2 ..... 115.0 — 36.1 N/A 037  7/2006W" 0.74
01/25/00 Impac CMB ’
Trust Series 2000-1 ..... 4520 1013 203.8 N/A 0.32-240 220109 0.64-3.60
11/21/00 Impac CMB
Trust Series 2000-2 ..... 4916  145.0 303.2 N/A 0.26-1.90 12/2010® 0.52-2.85
05/23/01 Impac CMB
Trust Series 2001-1 ..... 3578 1975 325.5 N/A 0.28-2.00 62011 @ 0.56-3.00
08/27/01 Impac CMB
Trust Series 20012 ..... 400.5  264.6 386.6 N/A 0.28-1.90 92011 @ 0.56-2.85
10/25/01 Impac CMB
Trust Series 2001-3 ..... 3970 3005 394.8 N/A 0.37-2.00 11/2011@ 0.74-3.00
12/17/01 Impac CMB
Trust Series 20014 ..... 3456  269.4 345.6 N/A 0.42-2.30 1/2012@ 0.84-3.45
02/25/02 Impac CMB
" Trust Series 2002-1 ..... 4950 4252 — N/A 0.32-2.25 3/2012@ 0.64-3.38
04/23/02 Impac CMB ‘
Trust Series 2002-2 ..... 4963  444.8 — N/A 0.28-2.10  5/2012@ 0.56-3.15
06/21/02 Impac CMB
Trust Series 2002-3 ..... 7455 6925 —_— N/A 027220 7/20129@ 0.54-3.30
08/27/02 Impac CMB
Trust Series 20024F ... 199.0  194.1 — 6.00-11.75 N/A N/A N/A
08/23/02 Impac CMB -
Trust Series 2002-5 ..... 4975 4834 — N/A 037235 92012® 0.74-3.53
10/24/02 Impac CMB :
i Trust Series 2002-6F ... 199.0 2003 — 5.50-11.75 N/A N/A N/A
11 10/24/02 Impac CMB
! Trust Series 2002-7 ..... 597.0 5909 — N/A 0.43-2.75 1172012 @ 0.86-4.13
: 11/22/02 Impac CMB - :
Trust Series 2002-8 ..... 4478 4462 — N/A 0.46-245 12/2012® 0.92-3.68
12/20/02 Impac CMB
‘ Trust Series 2002-9F ... 199.0 2020 — 5.25-12.00 N/A N/A N/A
g 70186 50371 2,149.5
— 4.7 1.9

$7,018.6 $5,041.8 § 2,151.4
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interest payments on the underlying mortgages collateralizing such debt, any cash or other collateral required to be
pledged as a condition to receiving the desired rating on the debt and any investment income on such collateral. CMOs
typically are structured as adjustable rate securities that are indexed to one-month LIBOR and fixed rate securities with
interest on adjustable and fixed rate CMOs payable to certificate holders monthly.

Note I—Borrowings Secured by Investmerit Securities Available-for-Sale

In October 1999 IMH completed a re-securitization of a portion of its investment securities available-for-sale
portfolio, which raised additional cash liquidity for IMH of approximately $23.4 million, at the time of execution, after
repaying reverse repurchase agreements collateralized by the investment securities available-for-sale. As of December
31, 2002 and 2001 there was $7.1 million and $13.0 million, respectively, outstanding on the borrowings, which were
secured by $21.6 million and $23.9 million, respectively, of investment securities available-for-sale. The outstanding
borrowings are principal only notes with-remaining discounts of $1.9 million and $3.5 million as of December 31, 2002
and 2001, respectively. The notes represent senior or subordinated interests in trust funds primarily consisting of a pool
of mortgages and are non-recourse obligations. The terms of the notes are dependent on the cash flows from the
underlying certificates.

Note J—Segment Reporting
Management internally reviews and analyzes its operating segments as follows:
o the long-term investment operations, conducted by IMH, IMH Assets and IMCC, invests primarily in Alt-A
single-family residential and multi-family mortgages and mortgage-backed securities secured by or

representing interests in such mortgages and, to a lesser extent, in second mortgages;

o the warehouse lending operations, conducted by IWLG, provides warehouse and repurchase financing to
affiliated companies and to approved mortgage banks, most of which are correspondents of IFC, to finance

mortgages; and

¢ the mortgage operations, conducted by IFC and NFS, acquires and originates Alt-A mortgages and B/C
mortgages from its network of third party correspondents, mortgage brokers and retail customers.

The following table presents reporting segments as of and for the year ended December 31, 2002 (in thousands):

S P Long-Term Warehouse
e G Investment Lending (a)
I TR Operations Operations  Eliminations _Consolidated
it ' Balance Sheet Items:
i . 1. CMO collateral $ 5,149,680 § — § — § 5,149,680
~ Total assets 5,597,049 1,266,227 (311,503) 6,551,773
Total stockholders’ equity 477,120 91,261 (264,893) 303,488
: Income Statement Items:
i "ri;t;eres;t income $ 187,799 § 43,017 $ (4,400) $§ 226,416
‘Tnterést expense 125,018 . 24,189 (4,400) 144,807
quity in net earnings of IFC (b) — — 17,073 17,073
Netearnings 39,345 18,499 17,073 74,917

B
following table presents reporting segments as of and for the year ended December 31, 2001 (in thousands):
RS I T

s ! R
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Long-Term Warehouse
Investment Lending (a)
Operations Operations  Eliminations Consolidated
Balance Sheet Items: ‘ : -
CMO collateral - - - ~$ 2229168 $ =787 = 7§ 2229/168
Total assets 2,490,564 543,536 (179,366) 2,854,734
Total stockholders’ equity o 309,794 72,763 (179,192) 203,365
Income Statement Items: * :
Interest income 8 122,502 § 42,463 $ (8,350) $§ 156,615
Interest expense 89,485 30,877 (8,350) 112,012
Equity in net loss of IFC (b) — _— 10,912 10,912
Net earnings : 11,799 10,467 10,912 33,178

The following table presents reporting segments as of and for the year ended December 31, 2000 (in thousands):

Long-Term Warehouse
Investment Lending (a)
Operations Operations  Eliminations Consolidated
Balance Sheet Items:
CMO collateral $ 1,37299% § — 3 — $ 1,372,996
Total assets 1,590,776 461,211 (153,149) 1,898,838
Total stockholders’ equity 262,416 62,296 (146,272) 178,440
Income Statement Items:
Interest income _ $ 104,591 $ 53940 $ (11452) $ 147,079
Interest expense 96,325 39,223 (11,452) 124,096
Equity in net earnings of IFC (b) — — (1,762) (1,762)
Net earnings (loss) (66,163) 13,612 (1,682) (54,233)

+
- (2) Elimination of inter-segment balance sheet and income statement items. .
g (b) IMH accounts for the mortgage operations using the equity method as it is an unconsolidated subsidiary of IMH.

Note K—Fair Value of Financial Instruments

The estimated fair value amounts have been determined by management using available market information and
appropriate valuation methodologies, however, considerable judgment is necessarily required to interpret market data to
.. develop the estimates of fair value. Accordingly, the estimates presented are not necessarily indicative of the amounts

b that could be realized in a current market exchange. The use of different market assumptions and/or estimation
i methodologies may have a material effect on the estimated fair value amounts.
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December 31, 2002 December 31, 2001
Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value
Assets (in thousands) .

- ~Cash and cash equivalents............ozznnmann L gnan... $-7113,345 § 113,345 8§ -51,887 $—-—51;887———-
Investment securities available-for-sale ..........ccoovveeverrinnnnene 26,065 26,065 32,989 32,989
CMO collateral, including allocated derivative assets 5,149,680 5,213,546 2,229,168 2,339,558
FiINance reCeiVabIEs ......uc.cireervseciersisssonesasessmsssssessssasnnns ’ 1,140,248 1,140,248 466,649 466,649
Mortgages held-for-invVestment ........cccecevveerercrinenircerererernnennns ‘ 57,536 56,490 20,078 12,991
Due from affiliates.......ccccvcveeeerereienreeeine e cser e 14,500 14,500 14,500 14,500
DETIVALIVE BSSELS....cevevereiivrrreseeeeirirsssssirerssessrisvsesssessressssssse 14,931 14,931 5,128 5,128

Liabilities
CMO borrowings, excluding accrued interest..............ouu..... $ 5,037,026 $5,058,705 $ 2,149,545 $ 2,147,391
Reverse repurchase agreements, excluding accrued interest .. 1,168,029 1,168,029 469,003 469,003
Borrowings secured by investment SECUIities .......ooueereeerrrerensnnen 7,134 6,970 12,997 12,607

The fair value estimates as of December 31, 2002 and 2001 are based on pertinent information available to
management as of that date. Although management is not aware of any factors that would significantly affect the
estimated fair value amounts, such amounts have not been comprehensively revalued for purposes of these consolidated
financial statements since those dates and, therefore, current estimates of fair value may differ significantly from the

amounts presented.

The following describes the methods and assumptions used by management in estimating fair values:

Cash and Cash Equivalents

Fair value approximates carrying amounts as these instruments are demand deposits and money market mutual

funds and do not present unanticipated interest rate or credit concerns.

Investment Securities Available-for-Sale

Fair value is estimated using a bond model, which incorporates certain assumptions such as prepayment, yield and

losses.

CMO Coliateral

i - iFinance Receivables

nanticipated interest rate or credit concerns.

1L RERRTS:

i b} col
HiMortga es Held-for-Investment
G CEE R TII ‘

ollateral of each mortgage.
It i b

i ¢
!

9
fddd: b
‘.
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. Fair value is estimated based on quoted market prices from dealers and brokers for similar types of mortgages.

Fair value approximates carrying amounts due to the short-term nature of the assets and do not present

jF pﬁvqlue is-egtimated ‘based on estimates of proceeds that could be received from the sale of the underlying
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Due From/To Affiliates

Fair value approximates carrying amount because of the short-term maturity of the liabilities and does not present
unanticipated interest rate or credit concerns.

o --- — CMO Borrowings Tem e e

Fair value of fixed rate borrowings is estimated based on the use of a bond model, which incorporates certain
assumptions such as prepayment, yield and losses. %

Reverse Repurchase Agreements

Fair value approximates carrying amounts due to the short-term nature of the liabilities and do not present
unanticipated interest rate or credit concerns.

Borrowings Secured by Investment Securities Available-for-Sale

Fair value is estimated based on quoted market prices from dealers or brokers.
Derivative Assets and Liabilities

Fair value is estimated based on quoted market prices from dealers or brokers.
Short-term Commitments to Extend Credit

Fees associated with warehouse lines of credit are not collected. Accordingly, these commitments do not have an
estimated fair value.

Note L—401(k) Plan

IWLG and IMCC do not have their own 401(k) plan. Therefore, employees of IWLG and IMCC participate in the
. 401(k) plan of IFC. Under the 401(k) plan, employees may contribute up to 25% of their salaries, pursuant to certain’
restrictions. IWLG and IMCC will match 50% of the first 4% of employee contributions. Additional contributions may
be made at the discretion of management. IWLG’s and IMCC’s matching and discretionary contributions were not
material for any period presented.

Note M—Related Party Transactions
Cast. Allocations

... IMH and IWLG pay the mortgage operations for management and operating services based upon usage which
ci management believes is reasonable. Total cost allocatlons incurred by IMH and IWLG for the years ended December
1]

y :;;) ce space m Newport Beach, California, for a ten-year term, which expires in May 2008. IFC pays monthly rental
$ a'nd allocates the cost to subsidiaries and affiliated companies on the basis of square footage occupled Total
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Credit Arrangements

IWLG maintains a $600.0 million uncommitted warehouse financing facility with IFC. Advances under the
warehouse facility bears interest at Bank of America’s prime rate minus 0.50%. As of December 31, 2002 and 2001
amounts outstanding on IWLG’s warehouse line to the mortgage operations, excluding pledge balances, were $491.4

- mitlion and-$174.1 million, réspectively. Interest income recorded by TWLG related to the warehouse line provided to

IFC for the years ended December 31, 2002, 2001 and 2000 was $18.0 million, $18.4 million and $28.1 million,
respectively. -

During the normal course of business IMH and subsidiaries may advance or borrow funds on a short-term basis
with affiliated companies. Advances to affiliates are reflected as “Due from affiliates” while borrowings are reflected
as “Due to affiliates” on IMH’s balance sheet. These short-term advances and borrowings bear interest at a fixed rate of
8% per annum. As of December 31, 2002 and 2001 due to affiliates and due from affiliates was none. Interest income
recorded by IMH and subsidiaries related to short-term advances with affiliates for the years ended December 31, 2002,
2001 and 2000 was $1.2 million, $122,000 and $90,000, respectively. Interest expense recorded by IMH and
subsidiaries related to short-term borrowings with affiliates for the years ended December 31, 2002, 2001 and 2000 was
$1.6 million, $250,000 and $25,000, respectively.

During 1999 IMH advanced $14.5 million in cash to IFC at an interest rate of 9.50% per annum due June 30, 2004
in exchange for an interest only note to fund the operations of IFC and other strategic opportunities deemed appropriate
by IFC. At December 31, 2002 and 2001 the amount outstanding on the note was $14.5 million. Interest income
recorded by IMH related to the note for the years ended December 31, 2002, 2001 and 2000 was $1.4 million.

Transactions with the Mortgage Opérations

During the years ended December 31, 2002 and 2001 IMH purchased mortgages from the mortgage operations
having a principal balance of $3.9 billion and $1.5 billion, respectively. The mortgages were purchased with premiums
of $71.7 million and $24.4 million, respectively. Servicing rights on all mortgages purchased by IMH were retained by
IFC.

On February 20, 2001 IFC purchased $5.0 million of IMH’s Preferred Stock from LBP, Inc. (LBPI) at cost plus
accumulated dividends. On March 27, 2001 IFC purchased an additional $5.0 million of IMH’s Preferred Stock from
LBPI for $5.25 million plus accumulated dividends. In August 2001 the Preferred Stock was converted into 2,118,644
shares of IMH common stock. Subsequently, IFC sold 1.7 million shares of IMH common stock for a gain of $3.5
million. As of December 31, 2002 IFC did not own any shares of IMH common stock.

The mortgage operations acts as a servicer of mortgages acquired on a “servicing-released” basis by IMH from the
mortgage operations pursuant to the terms of a Servicing Agreement, which became effective on November 20, 1995.
The mortgage operations subcontracts all of its servicing obligations under such loans to independent third parties
pursuant to sub-servicing agreements.

; 1I(zd¢btedness of Management

siserured by [MH stock. The loans were made for a five-year term. In January 2002 these loans were paid in full.
ecember 31 2002 and 2001 total notes receivable from common stock sales was none and $920,000,

:vely Interest income recorded by IMH related to the loans for the years ended December 31, 2002, 2001 and
Mf-!a*s $7;000, sl39 ,000 and $50,000, respectively.

+

‘ Dec:emberJ ‘10, 2001 IFC provided William B. Ashmore, President of IFC, with a $600,000 adjustable rate
) prov1de financing with an initial rate of 4.13%. In the opinion of management, the loan was in the ordinary
substantially on the same terms, including interest rates and collateral, as those prevailing at the time
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for comparable transactions with unrelated persons. As of December 31, 2002 and 2001 the outstanding principal
balance on the mortgage was $587,000 and $600,000, respectively.

On November 15, 2001 IFC provided Richard J. Johnson, Executive Vice President and Chief Financial Officer of
IMH, with a $140,000 fixed rate mortgage to provide financing with an interest rate of 6.50%. In the opinion of
management, the-loarn-was in the ordinary course of business, substantially-on the same terms, including intetest rates ~
and collateral, as those prevailing at the time for comparable transactions with unrelated persons. Subsequently, this
loan has been sold to a non-affiliate. .

On February 27, 2003 IFC provided William B. Ashmore, President of IFC, with a $295,600 fixed rate mortgage
to provide financing with an initial rate of 5.50%. In the opinion of management, the loan was in the ordinary course of
business, substantially on the same terms, including interest rates and collateral, as those prevailing at the time for
comparable transactions with unrelated persons.

Note O—Commitments and Contingencies

IMH is a party to financial instruments with off-balance sheet risk in the normal course of business. Such
instruments include short-term commitments to extend credit to borrowers under warehouse lines of credit, which
involve elements of credit risk, lease commitments, and exposure to credit loss in the event of nonperformance by the
counter-parties to the various agreements associated with loan purchases. Unless noted otherwise, IMH does not require
collateral or other security to support such commitments. Management uses the same credit policies in making
commitments and conditional obligations as it does for on-balance sheet instruments.

Short-Term Loan Commitments

IWLG’s warehouse lending program provides secured short-term revolving financing to small-and medium-size
mortgage originators and affiliated companies to finance mortgages from the closing of the mortgages until sold to
permanent investors. As of December 31, 2002 and 2001 IWLG had 64 and 57 committed lines of credit, respectively,
extended in the aggregate principal amount of $1.1 billion and $1.7 billion, respectively.

Lease Commitments

IMH entered into a premises operating subleasé agreement for approximately 74,000 squafe feet of office space in
Newport Beach, California, which expires in May 2008. Minitmum premises rental commitments under non-cancelable
leases are as follows (in thousands):

Year 2003 ......oveieiecirireirirnnrerneesessenisesssaressiisssnessasnes e reeererereateterareeererarararetaeaneianterernnaran $ 2,026
VAT 200 ... ceeoeeeereereeieee e s earerstesiasersesserase s bbaesbecbaranssesses semsansssssnsiessnssosstessnasnrmssssessasssan 1,990
TYRAL 2005 ..oeeveeeisesenerte oottt a e rrr b e s e bt ab et R SR ettt st b estsbereeabeb et aRtebenarererbesenen 2,035
YEAT 2006 .....evoeerrreeiviereiesessssiesestssessssstesesserastsnsssessnsesesssssssssseesonsessssesasssesesssssensssssssssssmsonens ‘ 2,080
YEAT 2007 cveerieeiemrieeistee et esesvssseseteresssbsbose st esesasstssesstussesssasasoneseeses st st esesatesesasasanesassnstssossenen 2,124
Year 2008 and thereafler.......cccveivirrerrrirrirertcreeee s et s eb s ebesae s sbesasssesssstossosesnesns 2,143
Total lease COMMILMENLS .....ccccvvivrrieereiriiirerreieseieee e tnt e aresessreressreresesssasstonsosssncsns $ 12,398

F ‘;, ot
£ Rent ‘expense associated with the premises operating lease is allocated between IMH, IWLG and IFC based on
square footage IMH and IWLG’s combined portion of premises rental expense for the years ended December 31,

2002, 2001 and 2000 was $147,000, $121,000 and $113,000, respectively.

oa Purcha‘se Commitments

'

n the ordmary course of busmess the mortgage operations is exposed to hablhty under representatmns and
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circumstances, the mortgage operations is required to repurchase mortgages if there had been a breach of
representations or warranties. IMH has guaranteed the performance obligation of the mortgage operations under such
representation and warranties related to mortgages included in securitizations, However, IMH does not anticipate
nonperformance by such borrowers or counter-parties.

Legal Proceedings - S et

On September 1, 2000, a complaint captioned Michael P. and Shellie Gilmor v. Preferred Credit Corporation and
Impac Funding Corporation, et al. was filed in the Circuit Caurt for Clay County, Missouri, Case No. CV100-4263-CC,
as a purported class action lawsuit alleging that the defendants violated Missouri’s Second Loans Act and
Merchandising Practices Act. In July 2001, the Missouri complaint was amended to include IMH and other Impac-
related entities. A plaintiffs class was certified on January 2, 2003. Plaintiffs have also filed a motion to certify a
defendant class, which motion will be held in abeyance pending resolution by the Missouri Supreme Court of certain
issues relating to the applicable statute of limitations. On August 2, 2001, a complaint captioned Frazier, et al. v.
Preferred Credit, et al., was filed in the Circuit Court of Tennessee for the Thirtieth Judicial District at Memphis, Case
No. CT004762-01. This case was subsequently removed to federal court, Case No. 01-2714 (W.D. Tenn). This was
also stated as a purported class action lawsuit alleging violations of Tennessee’s usury statute and Consumer Protection
Act. On July 31, 2002, the matter was dismissed and plaintiffs then filed a motion for reconsideration of the ruling.
Plaintiffs’ motion was denied in its entirety by order dated March 7, 2003. This case is currently dismissed as to all
defendants. On August 8, 2001, a complaint captioned Mattie L. Street v. PSB Lending Corp., et al., was filed in the
Circuit Court of Tennessee for the Thirtieth Judicial District at Memphis, Case No. CT004888-01. This case was
subsequently removed to federal court, Case No. 01-2751 (W.D. Tenn.). The Street action was also stated as a
purported class action lawsuit alleging violations of Tennessee’s usury statute and Consumer Protection Act. On July
31, 2002, the matter was dismissed and plaintiffs then filed a motion for reconsideration. Plaintiffs’ motion was denied
in its entirety by order dated March 6, 2003. This case is currently dismissed as to all defendants. On October 2, 2001,
a complaint captioned Deborah Searcy, Shirley Walker, et al. vs. Impac Funding Corporation, Impac Mortgage
Holdings, Inc. et al. was filed in the Wayne County Circuit Court, State of Michigan, as a purported class action lawsuit
alleging that the defendants violated Michigan’s Secondary Mortgage Loan Act, Credit Reform Act and Consumer
Protection Act. In February 2003, the Court granted a motion to accept for filing an amended complaint adding certain
defendants, including an Impac-related entity, and dropping others, including certain Impac-related entities. Service of
the amended complaint has not yet occurred. On October 10, 2001, a complaint captioned Hayes v Impac Funding
Corporation, et al. was filed in the Circuit Court of Vanderburgh County, Indiana as Case No. 82C01-0110-CP580.
This was stated as a purported class action lawsuit alleging a violation of the Indiana Uniform Consumer Credit Code
when the loans were originated. This matter was dismissed and the plaintiffs have noticed an appeal to the Indiana
Court of Appeals. This appeal remains pending. On November 30, 2001, a complaint captioned Garry Lee Skinner and
Judy Cooper Skinner, et al. v. Preferred Credit, et al. was filed in the Superior Court of Durham County, North Carolina
as Case No. 1CV-05596. This is stated as a purported class action alleging a violation of the North Carolina Interest
Statutes and Unfair and Deceptive Trade Practices Act when the secondary mortgage loans were originated by the
. defendants. A motion to dismiss the complaint has been filed. This motion remains pending.

-:=- All of the purported class action lawsuits are similar in nature in that they allege that the mortgage loan originators
‘wolated the respective state’s statutes by charging excessive fees and costs when making second mortgage loans on
”'i_remdentlal real estate. The complaints allege that IFC was a purchaser, and is a holder, along with other Impac-related
e:nLtltles of second mortgage loans ongmated by other lenders. The plaintiffs in the lawsuits are seeking damages that
i ?clude disgorgement, restitution, rescission, actual damages, statutory damages, exemplary damages, pre-judgement
lnterest and pumtlve damages No material amount of damages are specified in the complaints.
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The Company is a party to other litigation and claims, which are normal in the course of its operations. While the
results of such other litigation and claims cannot be predicted with certainty, the Company believes the final outcome of
such other matters will not have a material adverse effect on the Company.

Note P—Derivative Instruments and Hedging Activities -

The long-term investment operations primarily acquires for long-term investment six-month LIBOR ARMs and
hybrid ARMs. Six-month LIBOR ARMs are generally subject to periodic and lifetime interest rate caps. This means
that the interest rate of each ARM is limited to upwards or downwards movements on its periodic interest rate
adjustment date, generally six months, or over the life of the mortgage. Periodic caps limit the maximum interest rate
change, which can occur on any interest rate change date to generally a maximum of 1% per semiannual adjustment.
Also, each ARM has a maximum lifetime interest rate cap. Generally, borrowings are not subject to the same periodic
or lifetime interest rate limitations. During a period of rapidly increasing or decreasing interest rates, financing costs
would increase or decrease at a faster rate than the periodic interest rate adjustments on mortgages would allow, which
could effect net interest income. In addition, if market rates were to exceed the maximum interest rates of our ARMs,
borrowing costs could increase while interest rates on ARMs would remain constant. Additionally, hybrid ARMs that
have initial fixed interest rate periods generally ranging from two to three years, and to a lesser extent five years, which
subsequently convert to six-month LIBOR ARMs. During a rapidly increasing or decreasing interest rate environment
financing costs could increase or decrease more rapidly than would interest rates on mortgages, which would remain
fixed until their next interest rate adjustment date.

The mortgage loan investment portfolio is also subject to basis risk as the basis, or interest rate index, of mortgages
and borrowings are tied to different interest indices. For instance, six-month LIBOR ARMs are indexed to six-month
LIBOR while CMO and reverse repurchase borrowings are indexed to one-month LIBOR. Therefore, interest income
would be received based on six-month LIBOR plus a spread but interest expense would be paid based on one-month
LIBOR plus a spread. These indices typically move in unison but may vary in unequal amounts.

As mortgages are acquired from the mortgage operations, IMH purchases Caps at interest rate strike prices that are
tied to a forward yield curve to hedge forecasted cash flows on CMO borrowings. IMH purchases Caps at strike prices
over the one-month LIBOR forward yield curve to correspond to forecasted CMO borrowing costs, which are indexed
to one-month LIBOR. A Cap allows the yield on an ARM to rise in an increasing interest rate environment just as the
cost of related CMO borrowings would rise as we receive cash payments if one-month LIBOR were to reach the
contractual strike price of the Cap. The Cap would provide protection for (1) periodic and lifetime cap limitations on
the mortgage that are absent on the related borrowings, and (2) mismatched interest rate adjustment periods.
Simultaneously with the purchase of Caps, IMH may also sell Floors at interest rate strike prices that are below the one-
month LIBOR forward yield curve. The sale of a Floor allows IMH to offset the cost of the Cap. Yields on ARMs
would decrease in a -decreasing interest rate environment just as the cost of related’ borrowings could decrease as
payments would be required if one-month LIBOR were to reach the contractual strike price of the Floor. IMH also
purchases Swaps whereby it receives cash payments based on one-month LIBOR and makes cash payments at a fixed
rate. Swaps have the effect of fixing outstanding borrowing on a similar notional amount of Swaps and, as a result, can
reduce the interest rate variability of borrowings. The purchase of derivatives protects net interest income during
periods of increasing interest rates while maintaining a steady stream of cash flows if interest rates decline.

iy
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The following table summarizes the notional amount (in thousands), weighted average strike price and low and

high strike prices of Caps, Floors and Swaps that were acquired to hedge the variability of interest rates and
corresponding cash flows on CMO borrowings for the interest due dates indicated:

Interest Rate Caps (1) Interest Rate Floors Interest Rate Swaps
Interest Weighted - Weighted _ e o Weighted | Low  High .
Due Notional Average Low Notional Average Low High " “Notional Average  Fixed  Fixed
Date Balance Strike Strike Balance Strike Strike Strike Balance Fixed Rate  Rate Rate

Jan2003  § 3,013,300 416% 190 % $ 1,624,596 363% 262% 4.68% $ 935503 265% 205% 5.18%
Feb 2003 2,929,466 4.08 179 1,585,277 3.8 266 4.50 941,384 264 205 5.18
Mar 2003 2,825,653 4.10 1.84 1,547,650 3.60 1.84 5.23 936,524 264 205 5.18
Apr 2003 2,720,175 434 2.03 1,502,007 3.83 1.84 5.44 930,935 264 205 5.18
May 2003 2,596,248 433 2.03 1,457,946 3.83 1.84 5.44 924,618 264 205 5.18
June 2003 2,484,014 437 2.12 1,414,711 383 332 4.80 887,907 256 205 5.18
July 2003 2,376,644 4.60 239 7 1,330,292 3.97 1.84 5.66 861,991 251 205 5.18
Aug 2003 2,239,429 456 239 1,211,940 393 209 5.40 854,410 251 205 5.18
Sep 2003 2,112,970 4.61 2.54 1,102,832 394 234 5.03 846,117 251 2.05 5.18
Oct 2003 2,022,564 481 2.88 1,036,466 411 2359 5.55 837,126 251 2.05 5.18
Nov 2003 1,771,388 4.89 2.88 911,333 416 407 5.18 827,455 251 205 5.18
Dec 2003 1,616,238 499 3.01 825,602 422 3.09 5.59 817,118 251 205 5.18
Jan 2004 1,422,535 523 3.42 743,881 437 447 527 806,135 251 205 5.18
Feb 2004 1,290,226 5.07 331 702,961 436 433 530 794,527 251 205 5.18
Mar 2004 1,051,052 5.11 343 623,460 436  3.59 5.67 782,316 251 205 5.18
Apr 2004 717,354 5.18 3.74 355,711 423 359 5.75 769,528 251 2.05 5.18
May 2004 590,377 5.10 3.74 310,753 423 454 543 756,186 251 205 5.18
June 2004 509,406 5.12 3.83 242,025 440 359 5.77 738,558 250 205 3.70
July 2004 288,158 532 4.05 151,673 466  3.59 5.82 724,248 250 205 3.70
Aug 2004 165,490 5.71 4,05 87,774 463 359 5.55 709,469 250 205 3.70
Sep 2004 118,649 6.23 4.68 79,769 459 359 491 536,647 246 205 3.70
Oct 2004 113,771 6.29 4.80 75,640 462 359 5.51 504,068 246 205 3.70
Nov 2004 102,987 6.36 4.80 65,592 460  3.59 5.51 300,860 250 205 3.70
Dec 2004 77,605 6.42 487 59,003 4.61 3.59 5.55 182,480 2.70 2.10 3.70
Average
Notional
Balance of
Derivatives $ 16,015 $ 15261 $ 93873
Weighted

. Avegage
Strike 4.62 % 3.95% 2.60 %

(1)- i+ The high strike price for each period indicated is 10.25%.

'Thé' strike prices of Caps and Floors are based on one-month LIBOR as that is the interest rate index that is used to

» one-month LIBOR was below the majority of stnke prices on Caps dunng 2002, we did not receive 51gn1ﬁcant cash
: from these derivative instruments in 2002. Conversely, we made cash payments on many Floors during 2002 as we
‘ paldithe interest rate differential between the Floor strike price and the one-month LIBOR rate, which was generally
lrp ‘than Floor strike prices. We made cash payments on many Floors as we hold short positions on the majority of

o?rs aWe originally sold Floors to offset our cost of acquiring long positions in Caps. If one-month.LIBOR rises and
bp' )aches the Floor stnke prices, we will pay less on the Floors.

; 3

--..L -

1 jr ‘Lmanly -acquired Caps and Floors during the first half of 2002 and throughout 2001 to protect net interest
fé during’a: potentially rising interest rate environment. With market volatility and uncertainty and the associated
i oI ‘ed:which was occurring during 2001 and that was further exacerbated by the terrorist events of September 11,

;felt;lt ‘was prudent, at the time, to protect net interest margins from possible extreme interest rate increases by

‘ 'Caps and Floors However, because interest rates continued to decline to all-time lows during 2002, we began
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to acquire Swaps to essentially convert our adjustable rate CMO borrowings with fixed rate derivative instruments. For
instance, we receive one-month LIBOR on the Swaps, which offsets our interest expense on adjustable rate CMO
borrowings, and we pay a fixed interest rate. We continued to acquire Swaps to manage interest rate risk during the first
quarter of 2003.

-On_January 1, 2001-IMH adopted-SFAS 133 and the fair market-value-of derivatives were reflected in financial™
condition and results of operations. On August 10, 2001 the Derivatives Implementation Group (DIG) of the FASB
published DIG G20, which further interpreted SFAS 133. On October 1, 2001 IMH adopted the provisions of DIG G20
and net income and accumulated other comprehensive income were adjusted by the amount needed to reflect the
cumulative impact of adopting the provisions of DIG G20.

The following table presents certain information related to derivatives and the related component in the financial
statements as of December 31, 2002 (dollars in thousands):

Fair ) Related Related

Value Related Unamortized Amount in Amount

of Amount Derivative Derivative in CMO

Derivatives Index in OCI Tastruments Asset Account Collateral

Derivatives not associated with

CMOS .......................................... $ (15515) 1mo.LIBOR § (9,693) § (5,822) $ (15,515) % —_
Cash in margin account.................. 30,446 N/A — — 30,446 —
Derivatives associated with CMOs (30,332) 1mo.LIBOR (39,464) 9,132 — (30,332)
99% of OCI activity at IFC ........... — Fannie Mae (1,035) — — —
TOtalS coveeeirieree e reeeneeeee e $ !15z401l $ (50,192) $ 3310 §$ 14,931 $§ (30,332)

The following table presents certain information related to derivative instruments and hedging activities as of
December 31, 2001 (dollars in thousands):

Fair Related Related
Value Related Unamortized Amount in Amount
of Amount Derivative Derivative in CMO
Derivatives Index in OCI Instruments Asset Account Collateral
Derivatives not associated with
MOS i svecrereeveereesenraees $ (13,659) 1mo.LIBOR $ (15240) $ 1,581 § (13,659) $ —
Cash in margin account ................. 18,787 N/A — — 18,787 —_
Derivatives associated with CMOs (4,372) 1 mo. LIBOR (12,722) 8,350 — (4,372)
i 99% of OCI activity at IFC ........... (158) Fannie Mae (90) — — —
SRS TOALS ..coceorererereceesressseesereseranens $ 598 $ (28,052) § 9,931 § 5128 $  (4372)

Note Q—Stock Option Plans

0 PRI . The Stock Option Plans are administered by the board of directors (the Administrator). ISOs may be granted to the

SR . officers and key employees of the Company NQSOs and Awards may be granted to directors, officers and key

5' _ employees of the Company The exercise price for any NQSO or ISO granted under the Stock Optxon Plans may not be

“:less than 100% (or 110% in the case of ISOs granted to an employee who is deemed to own in excess of 10% of the

o oytstandmg common stock) of the fair market value of the shares of common stock at the time the NQSO or ISO is
: : {anted '

13 'A) of the total number of shares of stock outstanding or a lesser amount determined by the board of directors.
1 ‘é‘ Phrsuap; to'this provision, in January of 2003 and 2002, the 2001 Plan increased by an additional 1.5 million and 1.1 -
snmlhgmt shares, respectively, available for grant. Unless previously terminated by the board of directors, no options or
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Awards may be granted under the 2001 Plan after March 27, 2011. The total number of shares reserved and available
for issuance under the 1995 Plan is 67,390 and under the 2001 Plan is 315,319. Unless previously terminated by the
board of directors, no options or awards may be granted under the 1995 Plan after August 31, 2005.

Options granted under the Stock Option Plans will become exercisable in accordance with the terms of the grant
made by the Administrator.- Awards will be subject to the terms and. restrictions of the award_made. by the
Administrator. The Administrator has discretionary authority to select participants from among eligible persons and to
determine at the time an option or Award is granted and, in the case of options, whether it is intended to be an ISO or a
NQSO, and when and in what increments shares covered by the option may be purchased. As of December 31, 2002
and 2001 options to purchase 934,990 shares and 761,163 shares, respectively, were exercisable and 382,709 shares and
225,390 shares, respectively, were reserved for future grants under the Stock Option Plans. Option transactions for the
periods indicated are summarized as follows:

For the year ended December 31,

2002 2001 2000

Weighted- Weighted- Weighted-

Number Average Number Average Number Average

of Exercise of Exercise of Exercise

Shares Price Shares Price Shares Price

Options outstanding at beginning of year.. 1,634,501 §$ 599 253,856 § 415 674,891 § 9.89
Options granted. ........cccoccvmreccnriniisisinienans 962,750 10.88 1,571,000 6.06 112,500 3.56
Options eXercised .....c.coovevereremsvcriverireosans (150,824) 6.59 (161,109) 4.03 — —
Options forfeited/cancelled..............cco.cn. — —  (29,246) 4.34 (533,535) 11.28
Options outstanding at end of year ............ 2,446,427 $ 7.88 1,634,501 $ 599 253856 $ 4.15

The following table presents information about fixed stock options outstanding at December 31, 2002:

Stock Options Outstanding Options Exercisable
Weighted-
Average
Exercise Remaining Weighted- Weighted-
Price Number Contractual Life Average Number Average

Range Outstanding {mos.) Exercise Price ($) Exercisable Exercise Price ($)

$ 2.704.00 48,335 423 $ 3.82 24,999 $ 381

4.18-4.18 652,500 8.24 4.18 652,500 . 4.18

4.44-7.60 101,170 7.99 6.40 97,500 6.37

7.68-7.68 681,672 2.56 7.68 159,991 7.68

9.38-9.38 11,250 9.24 9.38 — —

9.40-9.40 11,250 9.24 9.40 — —

9.42-942 11,250 924 9.42 — —

10.54-10.54 50,000 333 10.54 — —_—

10.95-10.95 872,500 3.58 10.95 — —

11.80-11.80 6,500 2.73 11.80 — —

i i 2,446,427 4.80 7.88 934,990 5.00

:December 2002 the FASB issued SFAS No. 148, “Accounting for Stock-Based Compensation — Transition and
: ure” (SFAS 148), an amendment of FASB Statement No. 123. SFAS 148 amends FASB Statement No. 123,
scounting for Stock-Based Compensation, to provide alternative methods of transition for a voluntary change to the

valoe method of accounting for stock-based employee compensation. In addition, SFAS 148 amends the disclosure
‘ c..mfof Stétement No. 123 to require prominent disclosures in both annual and interim financial statements. )

i bpe
r . \
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Note R—Stockholders’ Equity

During 2000 the board of directors authorized the repurchase up to $3.0 million of common stock, $0.01 par value,
in open market purchases from time to time at the discretion of management; the timing and extent of the repurchases
were dependent on market conditions. During 2001 and 2000 IMH repurchased 1,015,950 shares of its common stock
for.$2.3 million.. All repurchased shares were canceled.- During-2002-IMH did: not repurchase any-shares of common
stock.

On October 7, 1998 the board of directors adopted a stockholder rights plan in which preferred stock purchase
rights were distributed as a dividend at the rate of one right for each outstanding share of common stock. The dividend
distribution was made on October 19, 1998 payable to stockholders of record on that date. The rights are attached to
IMH’s common stock. The rights will be exercisable and trade separately only in the event that a person or group
acquires or announces the intent to acquire 10 percent or more of IMH’s common stock (unless the offer to acquire the
shares is approved by a majority of the board of directors who are not affiliates of the acquirer). Each right will entitle
stockholders to buy one-hundredth of a share of a new series of junior participating preferred stock at an exercise price
of $30.00. If IMH is acquired in a merger or other transaction after a person has acquired 10 percent or more of IMH
outstanding common stock, each right will entitle the stockholder to purchase, at the right’s then-current exercise price,
a number of the acquiring company’s common shares having a market value of twice such price. In addition, if a person
or group acquires 10 percent or more of the IMH's common stock, each right will entitle the stockholder, other than the
acquiring person, to purchase, at the right’s then-current exercise price, a number of shares of IMH's common stock
having a market value of twice such price. Following the acquisition by a person of 10 percent or more of the IMH’s
common stock and before an acquisition of 50 percent or more of the common stock, the board of directors may
exchange the rights, other than the rights owned by such person, at an exchange ratio of one share of common stock per
right. Before a person or group acquires beneficial ownership of 10 percent or more of IMH’s common stock, the rights
are redeemable for $0.0001 per right at the option of the board of directors. The rights will expire on October 19, 2008.
The rights distribution is not taxable to stockholders. The rights are intended to enable all stockholders to realize the
long-term value of their investment in the Company.

Note S—Reconciliation of Earnings (Loss) Per Share
The following table presents the computation of basic and diluted net earnings (loss) per share, as if all stock

options and cumulative convertible preferred stock (Preferred Stock) was outstanding for the periods indicated (in
thousands, except per share data):
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

For the year ended December 31,
2002 2001 2000

Numerator for basic earnings per share:
Earnings (loss) before extraordinary item and cumulative effect of

change in accounting principle $ 74917 § 34801 §  (54,233)

EXtraordinary itell......c..coveiviererersnestiosecsionrusseseesssessarrnressansessns — (1,006) —
Cumulative effect of change in accounting principle .......c...ccoeenn... — 617) —
Earnings (loss) after extraordinary item and cumulative effec;
change in accounting principle .......cocovivvniicnreccninnreriesesdincnresnns 74,917 33,178 (54,233)
Less: Cash dividends on cumulative convertible preferred stock............ — (1,575) (3,150)
Net earnings (loss) available to common stockholders....................... 3 74917 § 31,603 $ (57,383)

Denominator for basic earnings per share:
Basic weighted average number of common shares outstanding
during the period. ........cicviniminiiiiee et e 40,099 23,510 21,270

Denominator for diluted earnings per share:
Diluted weighted average number of common shares

outstanding during the period.........ccccovrvevennenrnrereeseererresresrens 40,099 27,730 21,270
Net effect of dilutive stock OpHONS........c.ovevececmvrrrecririeicrrieercnens 674 222 —
Diluted weighted average common shares ................. SR 40,773 27,952 21,270

Net earnings (loss) per share before extraordinary item and
cumulative effect of change in accounting principle:

BASIC cuvveevcaereee st st bs sttt as st ae e a s sasrastsesan e ranee $ 1.87 § 141 § (2.70)

DiIIEA ..ottt s s et s be s snenann $ 1.84 § 125 8% (2.70)
Net earnings (loss) per share:

BASIC ¢.ocueeeeeeeiereeemsiresreeesencan e e st et et ean s st -8 187 § 134 8 (2.70)

DIIEEA ..ottt te st e e e st be b e sasnorassesnanan $ 1.84 § .19 § (2.70)

The anti-dilutive effects of stock options outstanding as of December 31, 2002, 2001 and 2000 was 403,975,
348,475 and 669,391, respectively. The anti-dilutive effects of outstanding Preferred Stock as of December 31, 2002,
2001 and 2000 was none, none and 6,355,932, respectively. The dilutive effect of 6,355,932 of Preferred Stock as of
December 31, 2000 was not used to calculate net earnings (loss) per share because IMH had a net loss during 2000.
Terms of the Preferred Stock acquisition provided for a downward adjustment of the conversion price if, among other
things, certain earnings levels were not attained by IMH through June 30, 1999. The change in the Preferred Stock
conversion price during 2000 from $4.95 to $4.72 per share resulted in 6,355,932 in common stock equivalent shares
outstanding as of December 31, 2000.

Note T-——Quarterly Financial Data (unaudited)
Selected quarterly financial data for 2002 follows (in thousands, except per share data):

For the Three Months Ended,
December 31, September 30, June 30, March3l,

Net INtErest INCOME.....ceverivieereerieererrereereererees et s essererensssaense $ 25299 § 23,109 $ 17,554 § 15,647
- ‘Provision for 10an 10SS€s.........c.oveuvevenienicesies e 6,546 5,361 4,234 3,707
B jNorl-mterest INCOME «..vuvvvererrer et st ersassanae 5,546 3,977 6,407 5,652
+:Non- erest expense eeeeeeeeiete et eatt et b tee s et anentasassesanereaneaens 2,190 2,291 2,002 1,943
1 et? i R Breressreresssenesseraseereasnsesasnreesnsesnnresrrasnsssesresense 22,109 19,434 17,725 15,649
Nﬁt e mszs per share — diluted (1)....ccccoveernriiecrrnn. 0.50 0.47 045 - - 044
videhds declared PEr ShaTe......cecouiueecrrereenerer s ress e 0.48 0.45 0.44 0.43
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Selected quarterly financial data for 2001 follows (in thousands, except per share data):

For the Three Months Ended,
December 31, September 30,  June 30, March 31,
$ 13,772 § 11,387 $ 10,551 $ 8,893

Net interest INCOME....cocvevveeveineerircreeeeerereereennns

Provision for loan 10sses.......c..oceeureenene 6,255 2,615 3,905 4,038
NON-INLEIeSt INCOME ........eeerviurrrarerereererisssesserrsnsararsessesssssararas 6,104 4,361 4,789 2,125
Non-interest expense, including extraordinary item and

Cumulative effect of change in accounting principle '..;f-., ....... (1,341 4,842 2,652 5,838
NEL CAIMUNES........eeeerreerererersesereereresertrsrssaesossaressrosssssssoses A 14,962 8,291 8,783 1,142
Net earnings per share — diluted (1).......coconveereiniiecnncncnnnn 0.48 0.31 033 0.04
Dividends declared per share........c.ccccveereviriicercnnsencsneenssennens 0.44 0.25 — —

(1) Diluted earnings per share are computed independently for each of the quarters presented. Therefore, the sum of the quarterly
earnings per share may not equal the total for the year.

F-36




IMPAC MORTGAGE HOLDINGS, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note U—Impac Funding Corporation

The following condensed financial information summarizes the financial condition and results of operations of
Impac Funding Corporation for the periods indicated:

Condensed (Eonéoliﬂatéd ﬁéiénce Sl;eets - )
(in thousands)
At December 31,
2002 2001
ASSETS
Cash and cash eqUIVAIENES .....c...ccueverreireccrnnreccrinennersiessereonssssssressensssssssessasssassesarsess $ 22773 § 28,612
Securities available-TOr-Sale ........cvorrirerrirrnesievsrierirerreisrsesse e seeses s sssssssens srsssiesssesnenes 129 3,394
Mortgages held-for-sale...........cccoerimrrniniecr ettt sassr e s neens 495,877 174,172
MOTtZage SEIVICING FIZILS ... cvecereiieriirenerrenriereseserssssrsaeterebaberesetsreesessnssessessaresesssssssassenes 8,274 8,468
Premises and equipment, DBt ........coivieriiiiiineicniec s e sseseesesteres e en s s eserssas 4,948 5,333
Accrued Interest TeCRIVADIE ... ..cccciieiiiecirctr et rie e rete s eseeas e rss e et e b et ennenbesnnens 430 130
ORET ASSELS...ueeeriiirreistesiiersciereisressassesesesesesessenstestssssserarssnessnssesstessssnsneransssusssassasasssssssassrass 43,155 19,693
TOLAL ASSELS 1ouveureererenerreresstrssiseentasess rrsobessrssessesesassasssessestassessesserasssontosseaseresesssaronsensensrns $ 575,586 $ 239,802
LIABILITIES AND SHAREHOLDERS’ EQUITY
BOITOWINGS FOM IWLG w..rseeeee e et seeess s sseseesseesseseersses s s see s s $ 491,383 § 174,136
DUE 10 ATIHHALES ..oovvee it isre it e et rebs e s erarsesbeesatessbesesssnssesstasstsenssssnerosasessssnennses 14,500 14,500
DEfEITEd FEVENUE .......eeeeeerteetirereecnesreccrestee e sresaesesse s tesaressessnessressasssasesserarsssesssasnsarssees 5,088 4,479
ACCTUEd INTETEST EXPEISE ... curriereisierretistsmroreiestiatstssesisanatstestibencarsaressrensasentsssreserststnsseseetanses 1,068 453
OHET TADIIES ..c.oeveeeiceierierer ettt ese s ereiee st ebesatebesresesssasestssarabesasstsssesassesasstans stasseessssserns 42,550 26,914
TOtAl HADILIEIES. ... eveveeeereaereereieennieieteieseetesssetsteseeserassesraseseosesesennerenasassssesnsessassnsanssnan 554,589 220,482
Shareholders’ equity:
PrEfEITEA STOCK ... cveriiverererrerererenreetssesteeteserstessesessssaessersestersessosnesesssssansesensossrasorseesanssans 18,053 18,053
COMITON STOCK ...cuverrevieterarvresereeseraseaesteneestaneesarncesssresasssesnenessasntsasosassssnesessssassrensraseessane 182 182
Retained EAITHNES ....ccceererernserereresereesererereressiessnnnesssnecatasesstessasssssssesasensnssassessssssssssacsnes 25,969 8,722
Cumulative dividends declared ...........coevenrnerercinnncccierninees et sesaensessesseesenes (21,984) (8,984)
Accumulated other comprehensive income (I0SS) ......ccvrviereeeenivcrnreeicecreeeeenrenes (1,223) 1,347
Total shareholders” EqUILY .........cvuecirmiiciicininncieetinsssnsee e esistesostssesesnsssasssssene 20,997 19,320
Total liabilities and shareholders’ eqUILY ........cocccerrvercarrrererenreesuresieseereeeseesennes $ 575,586 § 239,802
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IMPAC MORTGAGE HOLDINGS, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Condensed Consolidated Statements of Operations
(in thousands)

For the year ended December 31,

] - L s 22002 2001 - 2000 -
Net interest income:
Total interest NCOME .......ceeiverevreererererererereresssssanes prrtereresasr st a st n s anans $30393 § 24,175 § 28,649
Total interest EXPense .....ocomevieeererrsrcermsueressiesenens 22,125 20,865 30,056
Net interest income (expense) ' 8,268 3,310 (1,407)
Non-interest income:
Gain 0n 5ale OF LOANS ....ccoveerrierecrerierientcenerereneeet e resesasasaeesese sanasssssesas 71,064 46,949 19,727
Loan servicing inCOME (EXPENSE) .c.cucuirirrermrirmsiersmsisnstrinsssssseississinsssesssrerarersiones (1,863) 2,140 6,286
OthEr MICOME ..cvtririiiniiciii s venrisssirtss s et st aststasbabeb st et s sssenasnaas 2,140 5,005 1,105
Total non-INterest NCOME........covuvricieiciiiiieriiie ettt e 71,341 54,094 27,118
Non-interest expense:
General and administrative and Other EXPEnSe .........coverevererirrererreeercrsensesmesenee 42,048 29,257 19,634
Amortization of mortgage servicing rights........ooccceeinicninniininniccisceninns 4,059 4,519 5,179
Provision for repurchases ... s 2,806 3,498 371
Impairment of mortgage servicing Fights...........occoeinnininneccnis e 855 825 —
Write-down of securities available-for-sale..........ocoiveniivimniinicnniicnin, — — 1,537
Total NON-INLEIESt EXPENSE.....cucururrercercrirecrcriririssseressssssbessesssissesssasmissssses 49,768 38,099 26,721
Earnings (10ss) before income taXes.......vuvererereeemeesersrisisssssnret st esessestnssas 29,841 19,305 (1,010)
INCOMIE LAXES cevererereevrrcreoreratrisinsisissistssesssisasbes e as s st e b e e s st ababs s saabas e sesassasass 12,595 8,300 770
Earnings (loss) before cumulative effect of change
in accounting principle ... s 17,246 11,005 (1,780)
Cumulative effect of change in accounting principle .........ccccovvienicienicnnenn, — 17 —
Net earnings (I0SS) ceecucereurerererrisimeisisimsnsrissisisisissessisisssesssassstessssssssssssesssssassnssssins $ 17246 $ 11,022 § (1,780)
F-38




INDEPENDENT AUDITORS’ REPORT

The Board of Directors
Impac Funding Corporation:

We have audited the accompanying consolidated balance sheets of Impac Funding Corporation and subsidiaries as
of December 31, 2002 and 2001 and the related consolidated statements of operations and comprehensive earnings
(loss), changes in shareholders’ equity and cash flows for each of the years in the three-year period ended December 31,
2002. These consolidated financial statements are the responsibility of the Company’s management: Qur responsibility
is to express an opinion on these consolidated financial statements based on our audits,

We conducted our audits in accordance with auditing st'éndards generally accepted in the United States of America.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Impac Funding Corporation and subsidiaries as of December 31, 2002 and 2001 and
the results of their operations and their cash flows for each of the years in the three-year period ended December 31,
2002 in conformity with accounting principles generally accepted in the United States of America.

As discussed in Note A to the consolidated financial statements, the Company changed its method of accounting
for derivative instuments and hedging activities in 2001.

KPMG LLP
Orange County, California
January 29, 2003, except as to the last paragraph
to Note J to the consolidated financial statements,
which is as of February 27, 2003
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IMPAC FUNDING CORPORATION AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

(dollar amounts in thousands)

At December 31,
2002 2001
Cash and cash equivalents..........ccococieccvnersrverereirenennns e et $ 22,773 §$ 28,612
Securities available-for-sale o 129 3,394
Mortgages held-for-sale........coovciminiiiiic e e 495,877 174,172
MOTtgage SErVICING LIRS . .cvoovieere vt cerentsesse e ataseerrscaresesesssn s era e et essesssesssorsasasesess 8,274 8,468
Premises and eQUIPIMENE, NEL ......cciiieieeerinieeinircsiineresesescsrsiertresesssassiersserasseseesosssnosesens 4,948 5,333
Accrued interest receivable .............. OO 430 130
Other assets.......cververeerreereesrvrereeenss eeeuteeresataaraeeseaesrestaatatassress s e b eesrersaetsenbessaesreeerasen 43,155 19,693
TOLA] @SSELS cveeivrerereintvereeeerete e et ssase e e sasssssrs s etssastsbena st arassessosasrassorssnestersentasases $§ 575,586 $ 239,802
LIABILITIES AND SHAREHOLDERS’ EQUITY
Borrowings from IWLG ..o ceisseniesiscsssereesse s sessessesascasssesisesenenes $ 491,383 $ 174,136
DUE t0 AFFTHALES ..ovvereieerereicieereeietiereesee s e e cteersaesar s bessss et tesssesbesasatesshnsensbesssnsanssesrassenses 14,500 14,500
DEfEITEA TEVEIUE ...veeenveeiereiiteriereeeseisitestee st catanressesesaratessesssarsssssessesserssssenssesasseessessssaseness 5,088 4,479
ACCTUEA IMETESE EXPEINSE ..uvevreerareererireesescreeseatsiereresseseesseressssssastessasasssssesessentossessssesasseses 1,068 453
OLher HADIIIHIES . ..cvoeveviirecereevtererersteseete st s sesse st e sressorosessesatereosnonsertsnnsrsserssassrvessassenters 42,550 26,914
Total HADILILIES .. ..eeveceerreeeeiereeseeiintirseererrerie e e ereesnsesnsrnesesaessasstmsrssnsssesssesssnsssaen 554,589 220,482
Commitments and contingencies
Shareholders’ equity:
Preferred stock, no par value; 10,000 shares authorized; 10,000 shares issued and
outstanding at December 31, 2002 and 2001........ccovmrinnicniennissennnsinesnsescsnns 18,053 18,053
Common stock, no par value; 10,000 shares authorized; 10,000 shares issued and
outstanding at December 31, 2002 and 2001 .......ccccouriinnnnccnen et - 182 182
RELAINEA CAIMIUIMES .c.vceveereerrerivnrsioniiiiise it shssatreeeseseseses s srsnasaeseessssessssnssesaiuesseneras 25,968 8,722
Cumulative dividends declared .........oveeeeveeverci e (21,984) (8,984)
Accumulated other comprehensive Income (10SS) ....coveverereirrrrnieierirerererrseeeenieeneerens (1,222) 1,347
Total shareholders’ EQUILY .....coovcivcirrriecerr et sse e e see e e seeseasnssesen 20,997 19,320
Total liabilities and shareholders’ equity...........occoveeeriieeerecenseicesiesiencrceetee s $ 575586 $ 239,802

See accompanying notes to consolidated financial statements.
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IMPAC FUNDING CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS
AND COMPREHENSIVE EARNINGS (LOSS)

(in thousands)

For the year ended December 31,

2002 2001 2000
INTEREST INCOME: :
Mortgages held-for-sale..........ocootvmnetoiin i etiesbeeresiennesrssseseraneenes $ 27,486  § --23,044 - 28,009 - -
Other INTETESE MMNCOME ....ceecerereiirearrrerreereenterstessrisseseessessessessesssarseasesssosssons 2,907 1,131 640
Total interest INCOME ........ccoeveerererreeerererneesseresssnenseneaens ireesenearersaons 30,393 24,175 28,649
INTEREST EXPENSE:
Borrowings from IWLG ..ot crecrecsissseceneeesinesesns 18,044 18,362 28,063
Other affiliated DOITOWINGS .....ccevveervicrircrinceieriernienieietrsennssenssesasasnsesenes 3,722 2,010 1,604
Other non-affiliated borrowings ......... s e et 359 493 389
Total interest expense........cc..ceueuen eeereerreesaeeserateteraeanaere et eansentannseen 22,125 20,865 30,056
Net interest inCOME (EXPENSE) «..cururereererrrearensureroramsrsrssssnsssssrssssesanas 8,268 3,310 (1,407)
NON-INTEREST INCOME:
Gainl 0N SA1E OLJOANS ..vierveeeiierenrrecree st ses et e st rarnsssne 71,064 46,949 19,727
Loan servicing income (EXPenSE) ....cocvvvrrerverirecrirereiererereerernercsssesesesses (1,863) 2,140 6,286
Gain on sale of INVESHNENt SECUITLIES ..vvvvereererverererenerenreiresissereevennssenne 1,708 3,710 51
OthEI INCOIMIE ..cevecevevveevreeierviereeeseessereserssseseessnssesssessssessessessvasssessrssosssssns 432 1,295 1,054
Total NON-INEIESt INCOME ... i cveeiiecrererereeeirensierrersesresssesastessentosnsssorsenes 71,341 54,094 27,118
NON-INTEREST EXPENSE:
Personnel EXPENSE ..ccccevvrirenriimnniviiiiiissiis st 25,746 16,559 9,766
General and administrative and other eXpense ..........coowvieviinnnniinnn. 7,486 3,757 3,636
Amortization of mortgage servicing rightS..........ccceveevereierevereecsieseseenenenns 4,059 4,519 5,179
Professional SEIVICES ...c..icvieereieeicrerareessessnssressassesssesessersressssaseresssesssossenas 3,865 2,286 2,535
Provision for repurchases ........c.c.coiivciieerinencriereererensnsnstesssereserssererens 2,806 3,498 371
EQUIPMENT EXPENISE.....ovvririreetiieniiiiisitsit ettt smesrscsnaesisssasssssosenssasasons 2,475 2,583 1,414
OCCUPANCY EXPEIISE cuvuvrrireresresesrorsirismsmsssssinissisiinsssiassssassnsssssasssosssssssons 2,406 1,983 1,626
Data ProCessilg EXPENSE....covurrrurierismerieresmnsssesesiresesessrt s ssasessenssessseans 1,770 1,743 657
Impairment of mortgage servicing Tights..........c.cconenencrvreensierenssineenenes 855 825 —
Mark-to-market (gain) loss — SFAS 133 ...t (1,700) 346 —
Write-down of investment securities available-for-sale .........ccoceeveeen. — — 1,537
Total NON-INEErest EXPEIISE....evrverirectierrerererserereiernesercsesersoresasssneserersas 49,768 38,099 26,721
Earnings (loss) before income taxes and cumulative effect of change in )
accounting prinCiple ....ceovecviveeniriiieiiiie ettt 29,841 19,305 (1,610)
INCOIMNE LAXES ......eeverreereerercertentcrersntesss e sasereseebesentsstetsssarasaesensnsssernssesses 12,595 8,300 770
Earnings (loss) before cumulative effect of change in accounting principle 17,246 11,005 (1,780)
Cumulative effect of change in accounting principle ........cccoeeervveccrecncnes — 17 —
Net €aIINGS (I0SS) «.vveecureerreeiinereseresiseecusisiisisesstotueatseserssssesssssestassserssecses 17,246 11,022 (1,780)
. Less: Cash dividends on preferred StOCK. ........coucueorecrreresrveieieseresssesesnsessereans (12,870) _(8,8%4) —
Net earnings (loss) available to common shareholders..........c...ccouccerricuennce 4.376 2,128 (1,780)
. ) her comprehensive earnings (loss):
s | Unrealized gains (losses) on securities:
:+ -+ Unrealized holding gains (losses) arising during period..........cccccoenuc. (1,092) 1,361 (15)
Less: Reclassification of gains (losses) included in income................ (1,477) — 168
i Net unrealized gains (losses) arising during period......................... (2,569) 1,361 153
‘Comprehensive earnings (I0SS)........iuvesecivrmersvsssssssssmsssessssssnssssenns $§ 14677 $ 12383 § (1,627)

i

See accompanying notes to consolidated financial statements.
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IMPAC FUNDING CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDERS’ EQUITY

Balancé; .ﬁécemiﬁ;ﬁ-fi999.... B

Net loss, 2001.......ccccveereeriveanns

Other comprehensive income ...
Balance, December 31, 2000....

Net earnings, 2001 ...................

Securities valuation allowance .
Other comprehensive loss.........
Dividends declared....................

Balance, December 31, 2001....

Net earnings, 2002 .........ceevenne

Other comprehensive loss.........
Dividends declared....................

Balance, December 31, 2002....

Bres oerirs

b s

B

(dollar amounts in thousands)

Retained Accumulated

Number of Number of Earnings Cumulative Other Total
Preferred Preferred Common Common (Accumulated Dividends Comprehensive Shareholders’

Shares  Stock. ___ .. Shares Stock - - - .-—-Deficit) - Declared-- ~. -Gain(Loss)————-Equity
10,000 § 18,053 10,000 $ 182 $ (520) § — § (167) $ 17,548
—_ — p — — (1,780) — — (1,780)
— — L — — — — 153 153
10,000 18,053 10,000 182 (2,300) — 14 15,921
— — — — 11,022 — — 11,022
— — — — — — 1,452 1,452
— — — — — — €2)) o1
— — — — —  (8,984) — (8,984)
10,000 18,053 10,000 182 8,722  (8,984) 1,347 19,320
— — — — 17,246 -— —_ 17,246
— — — — — — (2,569) (2,569)
— — — — — (13,000 — (13,000
10,000 § 18,053 10,000 § 182 § 25968 $ (21,984) § (1,222) § 20,997

See accompanying notes to consolidated financial statements.
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IMPAC FUNDING CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)

For the year ended December 31,

2002 2001 2000
CASH FLOWS FROM OPERATING ACTIVITIES: o S
Net earnings (I055) ......uvverreeiireesersessessasssssenssssasnssssstesssessessssssesssesssssses $ 17246 § 11,022 §  (1,780)
Adjustments to reconcile net earnings (loss) to net cash (used in)
provided by operating activities: i
Provision for repurchases ......ccocooveevverervimeereiecercreesirenens e 2,806 3,498 3n
Gain on 5ale 0f J0ANS ....cvcvivrerecrniriirre e s see 71,064 46,949 19,727
Depreciation and amortization............cceececerverreeerrrcrssnnsnesescsceenns 6,429 7,011 6,280
Amortization of deferred revenue..........ccvvcrenivienmsereeessrereesensensonns (2,654) (1,914) (2,313)
Impairment of mortgage servicing rights........cccoevvecervrevenenrccnencncnenes 855 825 —
Net change in accrued interest receivable.......c....oeveene. reveceererennaneneas (300) 910 (992)
Net change in other assets and liabilities ..........cccocoevvrencvcncncrcrsinnenec. (10,802) 3,355 6,058
Net change in deferred taXes .......ocvvceiverrcireivecinnrenrisesceescsonsreseenes 2,787 5,547 (150)
Net change in deferred reVenuEe .......ccooovevriiciiinecrercnieneniriere oo 3,263 1,367 (296)
Gain on sale of investment securities available-for-sale.................... (1,708) (3,710) (51)
Write-down of investment securities available-for-sale .................... — — 1,537
Purchase of mortgages held-for-sale .........cococccrveremrrenrereinicnvernnenns (6,044,162) (3,203,559 (2,112,724)
Sale of and principal reductions on mortgages held-for-sale............. 5,648,016 3,256,542 1,384,847
Net change in accrued interest EXpPense ........co.ocecereecenereerererureressenns 615 (1,723) 1,333
Net cash (used in) provided by operating activities.........cc.eceuvuuene (306,545) 126,120 (198,153)
CASH FLOWS FROM INVESTING ACTIVITIES:
Additions to master servicing rights and mortgage servicing rights...... (4,720) (2,874) (496)
Purchase of securities available-for-sale...........oocevnininrereecrenicrrunserenes — (10,250) —
Sale of securities available~for-sale .......cccccecvivceecrsiniinceee e, 3,164 11,965 —
Purchase of premises and eqUIPMENLt.......ccevevereerrncrereesnerssnsesrecrcsnnnane (1,985) (2,788) (2,563)
Net cash used in investing actiVities.......cc.occvrmriresnreriveereenserseenns (3,541) (3,947) (3,059)
CASH FLOWS FROM FINANCING ACTIVITIES:
Net change in borrowings from Impac Warehouse Lending Group...... 317,247 (92,858) 200,869
Dividends paid.........coccomreeercrmrnniinrenneitiene e eser e s e sens (13,000) (8,984) —
Net change in other bOITOWINGS......ccceereevereeeirrrereenre e ieeeeneneas — — (181)
Net cash provided by (used in) financing activities...........co.eerenerns 304,247 (101,842) 200,688
Net change in cash and cash equivalents.........ccooceeurevecrenieenreccnnnane (5,839) 20,331 (524)
Cash and cash equivalents at beginning of year ............occvveeerernerecenrceennn 28,612 8,281 8,805
Cash and cash equivalents at end of Year ..........ccccovveeeieieveeeeereninecvesnnnens $ 22,773 § 28,612 § 8,281
SUPPLEMENTARY INFORMATION:
IIETESE PAIG covvevererrieee e et iore e e s tre s sarss st s re bttt bessanbnens $ 21,510 3 22,588 $ 28,723
TAXES PAIG..rurienrivereereriinisrire ittt besens 14,983 7,010 24
- -Conversion of IMH preferred stock to common Stock .........ccoceeerirvennine —_ 10,250 —

See accompanying notes to consolidated financial statements.
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Note A—Summary of Business and Significant Accounting Policies
1. Business and Financial Statement Presentation

The mortgage operations are conducted by Impac Funding Corporation (IFC), Impac Lending Group (ILG), a
division-of IFC, and Novelle Financial Services, Inc. (Novelle) and Impac Secured Assets Corporation (ISAC),
wholly-owned subsidiaries of IFC, collectively (the mortgage operations). The mortgage operations acquire,
originate, sell and securitize primarily adjustable. and fixed rate non-conforming Alt-A mortgages (Alt-A
mortgages) and, to a lesser extent, sub-prime mortgages (B/C mortgages) from correspondents, mortgage brokers
and retail customers. Alt-A mortgages are primarily first lien mortgages made to borrowers whose credit is
generally within typical Fannie Mae and Freddie Mac guidelines, but have loan characteristics that make them
non-conforming under those guidelines.

IFC acquires primarily adjustable and fixed rate Alt-A mortgages from its network of third party
correspondents. Correspondents originate and close mortgages under IFC’s mortgage programs on a flow (loan-
by-loan) basis or through bulk sale commitments. Correspondents include savings and loan associations,
commercial banks and mortgage bankers and brokers. IFC acts as an intermediary between the originators of
mortgages that do not meet the guidelines for purchase by Fannie Mae and Freddie Mac and permanent investors
in mortgage-backed securities secured by or representing an ownership interest in mortgages. ILG markets,
underwrites, processes and funds mortgages for both wholesale and retail customers. ILG works directly with
mortgage brokers to originate, underwrite and fund their mortgages. Many of ILG’s wholesale customers cannot
conduct business with the mortgage operations as correspondents because they do not meet the higher net worth
requirements. Through its retail channel, ILG markets mortgages directly to the public. ILG offers the same
mortgage programs to its mortgage brokers and retail customers that are offered by IFC. Novelle is a wholly-

" owned subsidiary of IFC that originates B/C mortgages through a network of wholesale brokers and subsequently
sells its loans to third party investors for cash gains. Novelle began operations during September of 2001 in San
Diego, California, where it is currently headquartered, with capital provided by IFC. ISAC is a wholly-owned
specialty purpose entity through which the mortgage operations issues its Real Estate Mortgage Investment
Conduit (REMICs).

The consolidated financial statements include the operations of IFC and its subsidiaries and have been
prepared in conformity with accounting principles generally accepted in the United States of America and
prevailing practices within the mortgage banking industry. All significant inter-company balances and transactions
with IFC’s consolidated subsidiaries have been eliminated in consolidation. Interest income and interest expense
on affiliated short-term advances or borrowings have been earned or paid at the rate of 8% per annum. Certain
amounts in the prior year’s consolidated financial statements have been reclassified to conform to the current
presentation. Management has made a number of estimates and assumptions relating to the reporting of assets and
liabilities, the disclosure of contingent assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period to prepare these financial statements in conformity
with accounting principles generally accepted in the United States of America. Actual results could differ from
those estimates.

2. Cash and Cash Equivalents

For purposes of the consolidated statements of cash flows, cash and cash equivalents consists of cash and
money market mutual funds. Investments with maturities of three months or less at date of acquisition are
- considered to be cash equivalents.

3. Gain on Sale of Loans

ii _The mortgage operations recognizes gains or losses on the sale of mortgages when the sales transaction settles

SN or, upon the securitization of the mortgages when the risks of ownership have passed to the purchasing party. Gains
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and losses may be increased or decreased by the amount of any servicing released premiums received and costs
associated with the acquisition or origination of mortgages. Gain on sale of loans or securities to IMH are deferred
and accreted over the estimated life of the mortgages or securities using the interest method. A transfer of
financial assets in which control is surrendered is accounted for as a sale to the extent that consideration other than
a beneficial interest in the transferred assets is received in the exchange. Liabilities and derivatives incurred or
obtained by the transfer of financial assets are required to be measured at fair value, if practicable. Also, servicing
assets and other retained interests in the transferred assets must be measured by allocating the previous carrying
value between the asset sold and the interest retained,"if any, based on their relative fair values at the date of
transfer. To determine the value of the securities, managefnent estimates future rates of prepayments, prepayment
penalties to be received, delinquencies, defaults and default loss severity and their impact on estimated cash flows.

4. Securities Available-for-Sale and Securities Held-for-Trading

Investment and mortgage-backed securities are classified as held-to-maturity, available-for-sale, and/or
trading securities. Held-to-maturity investment and mortgage-backed securities are reported at amortized cost,
available-for-sale securities are reported at fair value with unrealized gains and losses, net of related income taxes,
as a separate component of shareholders’ equity, and trading securities are reported at fair value with unrealized
gains and losses reported in operations. Investment securities are held as available-for-sale reported at fair value
with unrealized gains and losses net of related income taxes reported as a separate component of shareholders’
equity. Premiums or discounts obtained on investment securities are accreted or amortized to interest income over
the estimated life of the investment securities using the interest method.

Residual interests in securitization of mortgages are recorded as a result of the sale of mortgages through
securitizations. The mortgage operations sell a portfolio of mortgages to ISAC that has been established for the
limited purpose of buying and reselling mortgages. ISAC then transfers the same mortgages to a REMIC or owners
trust (the Trust). The Trust issues interest-bearing asset-backed securities in an amount equal to the aggregate
principal balance of the mortgages. The mortgage operations typically sell these certificates at face value and
without recourse except for representations and warranties customary to the mortgage banking industry. Credit
enhancement may be provided for the benefit of the investors in the form of additional collateral (over-
collateralization) held by the Trust. The over-collateralization account is required to be maintained at specified
levels.

At the closing of each securitization, mortgages held-for-sale are removed from the consolidated balance
sheets and cash received and the estimated fair value of the portion of the mortgages. retained from the
securitizations (Residuals) is added to the consolidated balance sheet. The Residuals consist of the over-
collateralization account and the net interest receivables, which represent the estimated cash flows to be received
by the Trust in the future. The excess of the cash received and the assets retained over the carrying value of the
mortgages sold, less transaction costs, equals the net gain on sale of loans recorded by the mortgage operations.

The basis in the mortgages is allocated between the portion of the mortgages sold through the certificates and
the portion retained based on the relative fair values of those portions on the date of the sale. Gains or losses
attributable to the changes in the fair value of the residuals, which are recorded at estimated fair value and
accounted for as held-for-trading securities, may be recognized. The market for the purchase or sale of residuals is
not considered liquid. Management determines the estimated fair value of the residuals by discounting the
-expected cash flows using a discount rate, which management believes is commensurate with the risks involved.
Some of the residual interests generated by the mortgage operations are sold to IMH and accounted for as

M:avallable-for-sale securities at IMH, although, the mortgage operations has not sold any mortgage-backed

§ecuntxes to. IMH since 1999.

++The mortgage operations receive periodic servicing fees for the servzcmg and collection of the mortgages as

@m servicer of the securitized mortgages. The mortgage operations is also entitled to the cash flows from the
i'esuiual that. represent collections on the mortgages in excess of the amounts required to pay the certificate
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principal and interest, the servicing fees and certain other fees such as trustee and custodial fees. At the end of each
collection period, cash collected from the mortgages are allocated to the base servicing and other fees for the
period, then to the certificate holders for interest at the pass-through rate on the certificates plus principal as
defined in the servicing agreements. If the amount of cash required for the above allocations exceeds the amount
collected during the collection period, the shortfall is drawn from the over-collateralization account. If the cash
collected during the period exceeds the amount necessary for the above allocations, and there is no shortfall in the
related over-collateralization account, the excess is released to the mortgage operations. If the over-
collateralization account balance is not at the required credit enhancement level, the excess cash collected is
retained in the over-collateralization account until the specified level is achieved. The cash and collateral in the
over-collateralization account is restricted from use by the mortgage operations. Pursuant to certain servicing
agreements, cash held in the over-collateralization accounts may be used to make accelerated principal pay downs
on the certificates to create additional excess collateral in the over-collateralization account.

5. Mortgages Held-for-Sale

Mortgages held-for-sale are stated at the lower of cost or market in the aggregate as determined by
outstanding commitments from investors or current investor yield requirements. Interest is recognized as revenue
when earned according to the terms of the mortgages and when, in the opinion of management, it is collectible.
Nonrefundable fees and direct costs associated with the origination or purchase of mortgages are deferred and
recognized when the mortgages are sold as gain or loss on sale of loans.

6. Premises and Equipment

Premises and equipment are stated at cost, less accumulated depreciation or amortization. Depreciation on
premises and equipment is recorded using the straight-line method over the estimated useful lives of individual
assets, typically, three to seven years.

7. Master Servicing Rights and Mortgage Servicing Rights

Master Servicing Rights. Master servicing rights on mortgages sold are generally retained. Master servicing
fees receivable represent the present value of the difference between the interest rate on mortgages purchased or
acquired and the interest rate received by investors who purchase the securities backed by such loans, in excess of
the normal loan servicing fees charged by either the mortgage operations on loans acquired “servicing released” or
correspondents who sold mortgages to the mortgage operations with “servicing retained.” Master servicing fees
receivable have characteristics similar to interest-only securities. Accordingly, master servicing fees receivable
have many of the same risks inherent in interest-only securities, including the risk that they will lose a substantial
portion of their value as a result of rapid prepayments occasioned by declining interest rates. Master servicing fees
receivable are retained for investment. Accordingly, if the mortgage operations had to sell these receivables, the
value received may or may not be at or above the values at which the mortgage operations carried them on the
balance sheet. In determining present value of future cash flows, management uses a market discount rate.
Prepayment assumptions are based on recent evaluations of the actual prepayments of the mortgage operations
servicing portfolio or on market prepayment rates on new portfolios and the interest rate environment at the time
the master servicing fees receivable are created. As of December 31, 2002 management used estimates for
mortgage prepayment rates ranging from 20% to 37%.

Morigage Servicing Rights. A portion of the cost of acqun'mg a mortgage is allocated to mortgage servicing

“irights (MSRs) based on its fair value relative to the components of the mortgage. Gain or loss on the sale of MSRs
-+ ds recogmzed when the sales contract has been executed and ownership is determined to have passed to the

purchasmg party. Gains and losses are computed by deducting the basis in the MSRs and any other costs
pssoc;ated with the sale from the purchase price. To determine the fair value of the servicing rights created,

4 _.rnanagement uses a valuation model that calculates the present value of future net servicing revenues to determine
i the fdir value of the servicing rights. In using this valuation method, management incorporates assumptions that it
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believes market participants would use in estimating future net servicing, an inflation rate, ancillary income per
loan, a prepayment rate, a defauit rate and a discount rate commensurate with the risk involved. MSRs are
amortized in proportion to, and over the period of expected net servicing income. The MSRs are considered
impaired when the fair value using a discounted cash flow analysis is less than the carrying value. In that event, an
impairment loss is recognized in the respective period. Management uses certain assumptions and estimates in
determining the fair value allocated to the retained interest at the time of initial sale and each subsequent sale.. As .
of December 31, 2002 management used estimates for mortgage prepayment rates ranging from 20% to 37%.

8. Income Taxes W

Deferred tax assets and liabilities are recognized for the future tax consequences attributable to differences
between the financial statement carrying amounts of existing assets and liabilities and their respective tax base.
Deferred tax assets and liabilities are measured using enacted tax rates expected to apply to taxable income in the
years in which those temporary differences are expected to be recovered or settled. The effect on deferred tax
assets and liabilities of a change in tax rates is recognized in income in the period that includes the enactment date.

9. Derivative Instruments and Hedging Activities

In June 1998 the Financial Accounting Standards Board issued Statement of Financial Accounting Standards
No. 133, “Accounting for Derivative Instruments and Hedging Activities,” as amended by SFAS No. 137 and
SFAS No. 138, collectively, (SFAS 133). SFAS 133 establishes accounting and reporting standards for derivative
instruments, including a number of derivative instruments embedded in other contracts, collectively referred to as
derivatives, and for hedging activities. It requires that an entity recognize all derivatives as either assets or
liabilities in the statement of financial position and measure those instruments at fair value. If specific conditions
are met, a derivative may be specifically designated as (1) a hedge of the exposure to changes in the fair value of a
recognized asset or liability or an unrecognized firm commitment; (2) a hedge of the exposure to variable cash
flows of a forecasted transaction; or (3) a hedge of the foreign currency exposure of a net investment in a foreign
operation, an unrecognized firm commitment, an available for sale security or a foreign-currency-denominated
forecasted transaction. Under SFAS 133, an entity that elects to apply hedge accounting is required to establish at
the inception of the hedge the method it will use for assessing the effectiveness of the hedging derivative and the
measurement and approach for determining the ineffective aspect of the hedge. Those methods must be consistent
with the entity’s approach to managing risk. This statement is effective for all fiscal quarters of fiscal years
beginning after June 15, 2000.

On January 1, 2001 the mortgage operations adopted SFAS 133, and at that time, designated the derivatives in
accordance with the requirements of the new standard. These cash flow derivatives hedge the variability of
forecasted cash flows attributable to interest rate risk. Cash flow hedges are accounted for by recording the value
of the derivative in the financial statements as either an asset or liability with a corresponding offset recorded in
accumulated other comprehensive income within stockholders' equity, net of tax. Amounts are reclassified from
accumulated other comprehensive income to the income statement in the period the hedged cash flow occurs.
Derivative gains and losses not considered effective in hedging the change in expected cash flows of the hedged
item are recognized immediately in the income statement. With the implementation of SFAS 133 IFC recorded
pre-tax transition amounts associated with establishing the fair values of the derivatives and hedged items
outstanding as of December 31, 2000. The effect of pre-tax transition adjustments on the balance sheet and
statement of operations as of December 31, 2000 in compliance with SFAS 133 are as follows (in thousands):

i
:

21+~ ‘Balance Sheet Adjustments:

JHEEE L OHET BSSELS c.ouvrcrevnsiecesnsinssssissssnsses s ssms s ecassseescsssss s bass e sss e st s ss b $ 260
F1 7 IOMDET HABTHEES s cvvvsscveemssremsssncanessreaseseressssssesensessessseresassssecessasseseesssssasestsses e ssssesesssesssssessssess 1,191
JAccumulated other COMPIEhenSiVe 10SS.........ovc.rvvvmmeveeivieccrmeriescesrscesscaseraseesinceaerenseccasienen. (914)
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On August 10, 2001 the Derivatives Implementation Group (DIG) of the FASB published DIG G20 which
further interpreted SFAS 133. On October 1, 2001 the mortgage operations adopted the provisions of DIG G20
and net income and accumulated other comprehensive income were adjusted by the amount needed to reflect the
cumulative impact of adopting the provisions.of DIG G20. : .

The mortgage operations hedges interest rate risk and price volatility on its mortgage loan investment portfolio
during the time it commits to acquire or originate mortgages at a pre-determined rate and the time it sells or
securitizes mortgages. To mitigate interest rate and price volatility risks, the mortgage operations enters into
forward commitments and futures transactions. The nature and quantity of hedging transactions are determined
based on various factors, including market conditions and the expected volume of mortgage acquisitions and
originations.

10. Servicing Income

Servicing income is reported as earned principally on a cash basis when the majority of the service process is
completed.

11. Recent Accounting Pronouncements

In June 2001 FASB issued SFAS No. 143, “Accounting for Asset Retirement Obligations” (SFAS No. 143)
requires the Company to record the fair value of an asset retirement obligation as a liability in the period in which
it incurs a legal obligation associated with the retirement of tangible long-lived assets that result from the
acquisition, construction, development, and/or normal use of the assets. The Company also records a
corresponding asset that is depreciated over the life of the asset. Subsequent to the initial measurement of the asset
retirement obligation, the obligation will be adjusted at the end of each period to reflect the passage of time and
changes in the estimated future cash flows underlying the obligation. The Company is required to adopt SFAS No.
143 on January 1, 2003. The adoption of SFAS No. 143 did not have a material effect on the Company’s financial
statements.

In April 2002 the FASB issued SFAS No. 145, “Rescission of FASB Statements No. 4, 44 and 64,
Amendment of FASB Statement No. 13, and Technical Corrections” (SFAS No. 145). SFAS No. 145 amends
existing guidance on reporting gains and losses on the extinguishment of debt to prohibit the classification of the
gain or loss as extraordinary, as the use of such extinguishments have become part of the risk management strategy
of many companies. SFAS No. 145 also amends SFAS No. 13 to require sale-leaseback accounting for certain
lease modifications that have economic effects similar to sale-leaseback transactions. The provisions of the
Statement related to the rescission of Statement No. 4 is applied in fiscal years beginning after May 15, 2002.
Earlier application of these provisions is encouraged. The provisions of the Statement related to Statement No. 13
were effective for transactions occurring after May 15, 2002, with early application encouraged. The adoption of
SFAS No. 145 is not expected to have a material effect on the Company’s financial statements.

In June 2002 the FASB issued SFAS No. 146, “Accounting for Costs Associated with Exit or Disposal
Activities” (SFAS No 146). SFAS No. 146 addresses financial accounting and reporting for costs associated with
exit or disposal activities and nullifies Emerging Issues Task Force (EITF) Issue 94-3, Liability Recognition for
Certain Employee Termination Benefits and Other Costs to Exit an Activity. The provisions of this Statement are
effective for exit or disposal activities that are initiated after December 31, 2002, with early application

--encouraged. The adoption of SFAS No. 146 is not expected to have a material effect on the Company’s financial

i1 . statements.

In Nb:ﬁémber 2002 the FASB issued Interpretation No. 45, Guarantor’s Accounting and Disclosure
Reqmrements for Guarantees, Including Indirect Guarantees of Indebtedness to Others, an interpretation of FASB
Statements No 5, 57 and 107 and a rescission of FASB Interpretation No. 34. This Interpretation elaborates on the
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disclosures to be made by a guarantor in its interim and annual financial statements about its obligations under
guarantees issued. The Interpretation also clarifies that a guarantor is required to recognize, at inception of a
guarantee, a liability for the fair value of the obligation undertaken. The initial recognition and measurement
provisions of the Interpretation are applicable to guarantees issued or modified after December 31, 2002 and are
not expected to have a material effect on the Company’s financial statements. The disclosure requirements are
effective for financial statements of interim or annual periods ending after December 15, 2002. 3 — .

In January 2003 the FASB issued Interpretation-No. 46, Consolidation of Variable Interest Entities, an
interpretation of ARB No. 51. This Interpretation addresses the consolidation by business enterprises of variable
interest entities as defined in the Interpretation. The Interpretation applies immediately to variable interests in
variable interest entities created after January 31, 2003 and to variable interests in variable interest entities
obtained after January 31, 2003. For nonpublic enterprises, such as IFC, with a variable interest in a variable
interest entity created before February 1, 2003, the Interpretation is applied to the enterprise no later than the end
of the first annual reporting period beginning after June 15, 2003. IMH is subject to a majority of the risk of loss
from IFC and will therefore need to be included as a consolidated company no later than the first reporting period
beginning after June 15, 2003. The result of this consolidation would be the elimination of certain inter company
balances and certain gains or losses. The adoption of FIN 46 is not expected to have a material effect on the IFC
financial statements.

Note B—Securities Available-for-Sale

During 2000 IFC wrote-off substantially all of its investment securities available-for-sale, which were secured
by franchise loan receivables. As of December 31, 2002 and 2001 the carrying value of franchise loan receivables
was $129,000 and $3.4 million, respectively.

Note C—Mortgages Held-for-Sale

Mortgages acquired and originated by the mortgage operations are primarily adjustable- and fixed rate Alt-A
mortgages and, to a lesser extent, B/C mortgages secured by first and second liens on single-family residential
properties. During the years ended December 31, 2002 and 2001 the mortgage operations acquired $6.0 billion and
$3.2 billion, respectively, of mortgages, including net premiums paid, and sold $5.6 billion and $3.2 billion,
respectively, of mortgages as REMICs, whole loan sales to third party investors and the long-term investment -
operations. During the years ended December 31, 2002 and 2001 the mortgage operations sold $3.9 billion and
$1.5 billion, respectively, in principal balance of mortgages to the long-term investment operations at net
premiums of $71.7 million and $24.4 million, respectively. As of December 31, 2002 and 2001 approximately
57% and 50%, respectively, of mortgages held-for-sale were collateralized by properties located in California.
Mortgages held-for-sale consisted of the following for the indicated periods:

At December 31,
2002 2001
(in thousands)
o Mortgages held-fOr-5ale ..ot esessaea s sensens $ 488,700 § 172,204
2 Premiums on mortgages held-for-sale.........ccucirrerecisrinmerercniesrierecveeseeiesennans 8,980 2,126
: Mark-to-market 1058 — SFAS 133...cviiirimrieninnnirensree et es s ese et enas (1,803) (158)
. Total mortgages Held-for-Sale ........ccouvrmiceiireriinriisnss s $ 495877 $§ 174,172

_ Mark-to-market loss-SFAS 133 reflects the fair value of $229.4 million and $36.0 million in notional balance

of-derivative instruments that are hedging interest rates on mortgages held-for-sale as of December 31, 2002 and
2001, respectively. As of December 31, 2002 and 2001 $1.0 million and $91,000, respectively, of unrealized
| mark-to-market loss-SFAS 133 is reflected in accumulated other comprehensive income (loss), after applying a
?12.-%{tax rate, and $757,000 and $67,000, respectively, is reflected in deferred taxes.

HESE S E
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Included in other liabilities as of December 31, 2002 and 2001 was an allowance for repurchases of $1.8
million and $2.3 million, respectively. Allowance for repurchases is a provision that is maintained for the purpose
of purchasing previously sold mortgages from third party investors if there has been a breach of representations or
warranties and then which may be subsequently sold at a loss. In the opinion of management, the potential
exposure related to these representations and warranties will not have a material adverse effect on IFC's financial

Note D—Premises and Equipment

Premises and equipment consisted of the following for the periods indicated:

At December 31,
2002 2001
(in thousands)
Premises and equipment........c...... eeteeie e et er e st rsanne b e heb et eateteresrsabetsnasbesesasrtsanbene 3 13,891 $§ 11,733
Less: Accumulated depreciation .......c.cocvimerreccrirererneenieeeecesessesesessnssesssesonsesesesass (8,943) (6,400)
Total premises and EQUIPIMENL .....c..c.cvcverevreierireiesirisreterieseseeserasseessetasesessssrssssrsensas 3 4948 3 5,333

Note E—Master Servicing Rights and Mortgage Servicing Rights

The mortgage operations subcontract all servicing obligations to independent third parties pursuant to sub-
servicing agreements. However, master servicing rights on substantially all mortgage acquisitions and originations
are retained. Master servicing fees are generally 0.03% per annum on the declining principal balances of the
mortgages serviced. The value of master servicing fees is subject to prepayment and interest rate risks on the
transferred financial assets. The retained interest in master servicing fees is included in mortgage servicing rights
on the balance sheet. For the years ended December 31, 2002 and 2001 the mortgage operations master serviced
48,520 and 37,972, respectively, of mortgages with a principal balance of $8.7 billion and $5.6 billion,
respectively. As of December 31, 2002 and 2001 the mortgage operations master serviced $3.0 billion and $3.1
billion, respectively, of mortgages collateralizing REMICs and $4.9 billion and $2.1 billion, respectively, of
mortgages collateralizing CMOs. Activity for master servicing rights for the indicated periods was as follows:

For the year ended December 31,

- 2002 2001
(in thousands)
Beginning balance........ccecereemimiinsenniiinnenenenesen sttt cs et ss s ene $ 4,024 $ 2,350
Add: Net @0AItIONS voveevvieeeerirriereerineresiestarinenes s s sssetossessesssesssssnsesse srssssssones 4,583 2,361
Subtract: Impairment of mortgage servicing rights..........cccovevcrreirveecerernvererennns 287) —
Amortization of mortgage servicing rights...........ccceevvirecericiicrnnerenene. (2,257) (1,187)
Ending balance of master Servicing rights..........cccovereerevnnesenessseccerinsescrensens $ 6,063 §$ 4,024

The mortgage operations generally acquire and originate all mortgages on a servicing released basis and
subsequently sell servicing rights upon the sale or securitization of the mortgage. As of December 31, 2002 and
2001 the mortgage operations owned servicing rights on $2.7 billion and $1.8 billion, respectively, in principal
balance of mortgages. Activity for mortgage servicing rights for the indicated periods was as follows:

For the year ended December 31,
2002 2001
(in thousands)

BEGIMMNE DAIANCE .....cs e eeveerroeersessseesssseressssesessessesesesemsessssesessssssesesseos $ 4,444 8,588

Add: Net additions .......c.ocerevurrioreinriieritiirr st 137 13
Subtract: Impairment of mortgage servicing rights..........cccocovivvciciininiiecrnnnee, (568) (825)
' Amortization of mortgage servicing rights...........cccovveeieerreiieeciniiennas (1,802) (3,332)

ﬁflding balance of mortgage servicing rights .......ccocvvvvriiveneciiceieceseieceee e 3 2,211 $ 4,444
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Note F—Borrowings from IWLG

The mortgage operations had uncommitted warehouse line agreements to obtain financing of up to $600.0
million from IWLG to provide interim mortgage financing during the period that the mortgage operations

- --accumulate -mortgages until-the mortgages are-securitized or sold.—The-mortgage-operations-had $15:2-million-in-—--- - - - -

pledge accounts with IWLG as of December 31, 2002, which allows them to finance 100% of the fair market value
of their mortgages at prime minus 0.50%. As of December 31, 2002 and 2001 the mortgage operations had $491.4
million and $174.1 million, respectively, in outstanding warehouse advances with IWLG.

Note G—Income Taxes
Income taxes were as follows for the periods indicated:
For the year ended December 31,

2002 2001 2000
(in thousands)

Current income taxes:

Federal.......oooeieeiteiecietrretnieeesee e tesassene e sesese s sesesssaesas s sasanen 5 11,763 §$ 7260 $ 42
SEALE vvoreveeerreeerereeseseseesseosesesnsaseessesssesseneessseesses s eseereseseresese s 3,619 2,167 1,832
Total current iNCOME tAXES ..cvvereeereierrernirerinineresioreressesresesserns 15,382 9,427 1,874
Deferred income taxes:
FOAETAL.....cueceeeeerieeeeetrirresena ettt ssesasste bt s sesesa bt ensabassessareneas (2,229) (924) (960)
SEALE ©.cuereeeecieeeereieireerene s creseeneseren st ese e e e enab e e sassnena s ete e sen et anns (558) (203) (144)
Total deferred INCOME tAXES «...covrcreeerreveieeieireciseeee e e seeeereaeens (2,787) (1,127) (1,104)
Total INCOME LAXES....c.eevevereiviererisieereeesreserisssseneressersesanens $ 12,595 § 8300 $ 770

Effective income taxes differ from the amount determined by applying the statutory Federal rate of 35%, 35%
and 34% for the periods indicated as follows:

For the year ended December 31,

2002 2001 2000
(in thousands)
Income taxes (benefit) at Federal tax rate ..........ccocvueveeevrveesiesernrerinnns $ 10,444 § 6,763 § (343)
State tax, net of Federal income tax (benefit).........ccoevcevenvreecereevcnnns 1,990 1,277 (89)
California franchise tax accrual, net of Federal income tax................. — — 1,203
OHHET et rereecese st eere et n b e b e sa e e b sbsmsae s e eeemencseseseaseren 161 260 (1)
TOtal INCOME LAXES «..uervrreencrererarersroreaseraressratssnsersessenessessassassseseases $ 12,595 § 8300 $ 770

The tax affected cumulative temporary differences that give rise to deferred tax assets and liabilities for the
periods indicated are as follows:

F-51




Deferred tax assets:
Deferred revenue........
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.................................

Depreciation and amortization

Salary accruals
Other accruals

......................................................

...............................................................................................................

Accrued interest .........ccoceverceennenn “

...............................................................................

State franchise tax

........................................................................................................

Provision for repurchases

..............................................................................................

Total gross deferred tax assets

Deferred tax liabilities:

Mortgage servicing rights...............
Deferred gain........cccoovceerecieneininenens
REMIC interest .......cccorvcmvirnnenecens

...............................................................................

...............................................................................

...............................................................................

Total gross deferred tax liabilities .......cooureieeceircminniecenneiieseceeere e eeese s esseresns

Net deferred tax (asset) liab

EIIEY ©ovveveeee et seeersesresesesseneessseesesesenees

At December 31,
2002 2001
(in thousands)
2,118 ~$ — "1;867
690 505
1,026 1,086
1,067 1,035
2,331 252
77 55
281 281
1,267 759
733 972
9,590 6,812
(3,444) (3,530)
(139) (223)
(201) (40)
(3,784) (3,793)
5,806 $ 3,019

As of December 31, 2002 the mortgage operations had no net operating loss carry-forwards for federal and
state income tax purposes and no minimum tax carry-forward for federal purposes.

Management believes that the deferred tax asset will more likely than not be realized due to the reversal of the
deferred tax liability and expected future taxable income. In determining the possible future realization of deferred
tax assets, future taxable income from the following sources are taken into account: (a) the reversal of taxable
temporary differences, (b) future operations exclusive of reversing temporary differences.

Note H—Disclosures About Fair Value of Financial Instruments

The estimated fair value amounts have been determined by management using available market information
and appropriate valuation methodologies, however, considerable judgment is necessarily required to interpret
market data to develop the estimates of fair value. Accordingly, the estimates presented are not necessarily
indicative of the amounts the mortgage operations could realize in a current market exchange. The use of different
market assumptions and/or estimation methodologies may have a material effect on the estimated fair value
amounts.

. December 31, 2002 December 31, 2001
Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value
Assets (in thousands) *
Cash and cash equivalents........ccoooceevrceernreereinineseneenene $§ 22713 8 22,773 $ 28612 § 28,612
- ‘Securities available-for-sale ............ccoovueveevrernrviriennennn. 129 129 3,394 3,394
. .. -Mortgages held-for-sale, including derivative assets ........ 495,877 507,014 174,172 174,187
S Liabilities -
-Borrowings from IWLG........cocoomiinnniiniiercrii, $ 491383 § 491,383 § 174,136 $ 174,136
. DUE 10 FFIHALES .vooeveverirerssnicrrsnsnrs e 14,500 14,500 14,500 14,500




- fair values: - - - - T e e s
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The fair value estimates as of December 31, 2002 and 2001 are based on pertinent information available to
management as of that date. Although management is not aware of any factors that would significantly affect the
estimated fair value amounts, such amounts have not been comprehensively revalued for purposes of these
financial statements since those dates and, therefore, current estimates of fair value may differ significantly from
the amounts presented. The following describes the methods and assumptions used by management in estimating

Cash and Cash Equivalents

B
Fair value approximates carrying amounts as these instruments are demand deposits and do not present
unanticipated interest rate or credit concerns.

Securities Available-for-Sale

To determine the value of securities, management estimates future rates of prepayments, prepayment
penalties to be received, delinquencies, defaults and default loss severity and their impact on estimated cash flows.

Mortgages Held-for-Sale

Fair value of mortgages held-for-sale is estimated based on quoted market prices from dealers and brokers for
similar types of mortgages.

Borrowings from IWLG

Fair value approximates carrying amounts because of the short-term maturity of the liabilities.
Other Borrowings

Fair value approximates carrying amounts because of the short-term maturity of the liabilities.
iDue From/To Affiliates

Fair value approximates carrying amounts because of the short-term maturity of the liabilities and does not
present unanticipated interest rate or credit concerns.

Loan Commitments

Fair value of loan commitments is determined in the aggregate based on current investor yield requirements.

Note I—401(k) Plan

After meeting certain employment requirements, employees of the mortgage operations can participate in
IFC’s 401(k) plan. Under the 401(k) plan, employees may contribute up to 25% of their salaries, pursuant to
certain restrictions. IFC and its divisions and subsidiaries will match 50% of the first 4% of employee
contributions. Additional contributions may be made at the discretion of management. During. the years ended
December 31, 2002, 2001 and 2000 the mortgage operations recorded approximately $714,000, $604,000 and
84,000, respectively, for matching and discretionary contributions.

srlecio o
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Note J—Related Party Transactions

Related Party Cost Allocations

The mortgage operations charge IMH and IWLG for management and operating services based upon usage

. .—which-management believes is reasonable-Total-cost-allocations-charged-by the -mortgage operaticiis to TMH and
IWLG for the years ended December 31, 2002, 2001 and 2000 were $2.5 million, $1.7 million and $1.5 million,
respectively.

»

IFC and IMH entered into a premises operating sublease agreement to rent approximately 74,000 square feet
of office space in Newport Beach, California, for a ten-year term, which expires in May 2008. IFC pays monthly
rental expenses and allocates the cost to subsidiaries and affiliated companies on the basis of square footage
occupied. Total rental expense for the years ended December 31, 2002, 2001, and 2000 was $2.3 million, $2.0
million and $1.6 million, respectively, of which $2.2 million, $1.9 million and $1.5 million, respectively, was
allocated to the mortgage operations as most of the Company’s employees are employed by the mortgage
operations.

Credit Arrangements

The mortgage operations maintain a warehouse financing facility with IWLG. Advances under the warehouse
facility bears interest at Bank of America’s prime rate minus 0.50%. As of December 31, 2002 and 2001 amounts
outstanding on the mortgage operations warehouse line with IWLG were $491.4 million and $174.1 million,
respectively. Interest expense recorded by the mortgage operations related to its warehouse line with IWLG for the
years ended December 31, 2002, 2001, and 2000 was $18.0 million, $18.4 million and $28.1 million, respectively.

During the normal course of business the mortgage operations may advance or borrow funds on a short-term
basis with affiliated companies. Advances to affiliates are reflected as “Due from affiliates” while borrowings are
reflected as “Due to affiliates” on the consolidated balance sheet. These short-term advances and borrowings bear
interest at a fixed rate of 8% per annum. Interest income recorded by the mortgage operations related to short-term
advances with affiliates for the years ended December 31, 2002, 2001 and 2000 was $2.7 million, $758,000 and
$161,000, respectively. Interest expense recorded by the mortgage operations related to short-term advances with
affiliates for the years ended December 31, 2002, 2001 and 2000 was $2.3 miilion, $632,000 and $226,000,

respectively.

During 1999 IFC was advanced $14.5 million in cash by IMH at an interest rate of 9.50% per annum due June
30, 2004 in exchange for an interest only note to fund the operations of IFC and other strategic opportunities
deemed appropriate by IFC. At December 31, 2002 and 2001 the amount outstanding on the note was $14.5

million. Interest expense recorded by IFC related to the note for the years ended December 31, 2002, 2001-and- - .

2000 was $1.4 million.

Transactions with IMH

During the years ended December 31, 2002 and 2001 the mortgage operations sold to IMH mortgages having

a principal balance of $3.9 billion and $1.5 billion, respectively, at premiums of $71.7 million and $22.4 million,

respectively. Master servicing rights on all mortgages purchased by IMH were retained by the mortgage
operations.

;;;;; On February 20, 2001 IFC purchased $5.0 million of IMH’s Preferred Stock from LBP, Inc. (LBPI) at cost
: .|| plus accumulated dividends. On March 27, 2001 IFC purchased an additional $5.0 million of IMH’s Preferred
. 11 Stock from LBPI for $5.25 million plus accumulated dividends. In August 2001 the Preferred Stock was
e converted into 2,118,644 shares of IMH common stock. Subsequently, IFC sold 1.7 million shares of IMH
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common stock for a gain of $3.5 million. As of December 31, 2002 IFC did not own any shares of IMH common
stock.

Indebtedness of Management

.. On December. 10, 2001 IFC provided William B. Ashmore;-President of-IFC,-with-a- $600,000 adjustable rate
mortgage to provide financing with an initial rate of 4.13%. In the opinion of management, the loan was in the
ordinary course of business, substantially on the same terms, including interest rates and collateral, as those
prevailing at the time for comparable transactions with unrelated persons. As of December 31, 2002 and 2001 the
outstanding principal balance on the mortgage was $587, 000 and $600,000 respectively.

On November 15, 2001 IFC provided Richard J. Johnson, Executive Vice President and Chief Financial
Officer of IFC, with a $140,000 fixed rate mortgage to provide financing with an interest rate of 6.50%. In the
opinion of management, the loan was in the ordinary course of business, substantially on the same terms, including
interest rates and collateral, as those prevailing at the time for comparable transactions with unrelated persons.
Subsequently, this loan has been sold to a non-affiliate.

On February 27, 2003 IFC provided William B. Ashmore, President of IFC, with a $295,600 fixed rate
mortgage to provide financing with an initial rate of 5.50%. In the opinion of management, the loan was in the
ordinary course of business, substantially on the same terms, including interest rates and collateral, as those
prevailing at the time for comparable transactions with unrelated persons.

Note K—Derivative Instruments and Hedging Activities

The mortgage operations enter into forward commitments and derivative transactions to mitigate changes in
the value of its “locked pipeline.” The locked pipeline are mortgages that have not yet been acquired, however, the
mortgage operations have committed to acquire the mortgages in the future at pre-determined rates through rate-
lock commitments. -The mortgage operations records the value of its locked pipeline as it qualifies as a derivative
instrument under the provisions of SFAS 133, however, it does not qualify for hedging treatment. Therefore, the
locked pipeline and the related value of derivative instruments is marked to market each reporting period along
with a corresponding entry to non-interest expense. The mortgage operations aiso enter into forward commitments
and derivative transactions to lock in the forecasted sale profitability of fixed rate mortgages held-for-sale. The
mortgage operations generally sells call or buys put options on U.S. Treasury bonds and mortgage-backed
securities to hedge against adverse movements of interest rates affecting the value of mortgages held-for-sale. The
risk in writing a call option is that the mortgage operations gives up the opportunity for profit if the market price of
the mortgage increases and the option is exercised. The mortgage operations also has the additional risk of not
being able to enter into a closing transaction if a liquid secondary market does not exist. The risk of buying a put
option is limited to the premium paid for the put option. These hedges are treated as cash flow hedges under the
provisions of SFAS 133 to hedge forecasted transactions with the entire change in market value of the hedges
recorded through accumulated other comprehensive income.

As of December 31, 2002 and 2001 IFC had $286.0 million and $48.0 million, respectively, in outstanding
commitments to sell mortgages through mortgage-backed securities. These commitments allow the mortgage
operations to enter into mandatory commitments when the mortgage operations notify the investor of its intent to
exercise a portion of the forward delivery contracts. IFC was not obligated under mandatory eommitments to
deliver loans to such investors as of December 31, 2002 and 2001. The credit risk of forward contracts relates to
the counter-pax’ues ability to perform under the contract. Management evaluates counter-parties based on their
ablhty to perform pl'lOI‘ to entering into any agreements.

e i

As of December 31,2002 and 2001 IFC had written option contracts with an outstanding principal balance of
¢ lhon and $5.0 million, respectivety. IFC may sell call or buy put options on U.S. Treasury bonds and
-backe{d securities. The risk in writing a call option is that IFC gives up the opportunity for profit if the

o
1]
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market price of the mortgages increases and the option is exercised. IFC also has the additional risk of not being
able to enter into a closing transaction if a liquid secondary market does not exist. The risk of buying a put option

is limited to the premium paid for the put option.

The following table presents certain information related to derivatives and the related component in the

financial statements.as-of December. 31,2002 (dollars-in thousands): - -~ - —-ommrs o = -
. Related
Fair R Amount Related Amount
Value “2Related Amount in Amount in Other
of Amount in Deferred in Loans Assets/
Derivatives In OCI Earnings Taxes Held-for-Sale  Liabilities
Fannie Mae forward commitments
hedging mortgages held-for-sale......... $ (1,803) $ (1,046) $ — 3 757 §  (1,803) $ —
Fannie Mae forward commitments
hedging pipeline...........coocovrieceriivunenene {2,863) — (2,935) — — (2,863)
Value of locked pipeline ........c.ccceuunene 4,234 — 4,635 — — 4234
TOtalS .....vvveeernirrerreccrvresae et r e $ (432) §$ (1,046) § 1,700 $ 757§ (1,803) $ 1,371

The following table presents certain information related to derivative instruments and hedging activities as of
December 31, 2001 (dollars in thousands):

Related
Fair Amount Related Amount
Value Related Amount in Amount in Other
of Amount in Deferred in Loans Assets/
Derivatives in OCI Earnings Taxes Held-for-Sale  Liabilities
Fannie Mae forward commitments
hedging mortgages held-for-sale......... $ (1s8) $ (©n $ — 3 67 $ (158) $ —
Fannie Mae forward commitments
hedng Iplpelme ................................. — — (72) — — 72
Value of locked pipeling ...........c.......... — — 401 — — (401)
Option on Fannie ac forward ............ 2 — 2) — — 2
TOtalS et $ (156) % ®n 3 327 § 67) $ (158) $ (327)

Note L-—Commitments and Contingencies
Master Servicing

Properties securing mortgages in the mortgage operations master servicing portfolio are primarily located in
California. As of December 31, 2002 and 2001 approximately 53% and 46%, respectively, of mortgages in the
master servicing portfolio were located in California. As of December 31, 2002 and 2001 the mortgage operations
master serviced mortgages totaling approximately $8.7 billion and $5.6 billion, respectively, in principal balance,
of which $6.0 billion and $3.8 billion, respectively, were serviced for others. ‘As of December 31, 2002 and 2001
the mortgage operations master serviced $3.0 billion and $3.1 billion, respectively, of mortgages collateralizing
REMICs and $4.9 billion and $2.1 billion, respectively, of mortgages collateralizing CMOs. Related fiduciary
funds are held in trust for investors in non-interest bearing accounts. These funds are segregated in special bank
accounts.

3 Master Commitments

... . The mortgage operations establishes mortgage purchase commitments (Master Commitments) with sellers
that, subject to certain conditions, entitle the seller to sell and obligate the mortgage operations to purchase a
‘specified dollar amount of mortgages over a period generally ranging from six months to one year. The terms of
-each Master Commitment specify whether a seller may sell mortgages to the mortgage operations on a mandatory,
’-besti efforts or optional basis. Master commitments generally do not obligate the mortgage operations to purchase
niongages at a specific price, but rather provide the seller with a future outlet for the sale of its originated
,”"moxtgages based on quoted prices at the time of purchase. As of December 31, 2002 and 2001 the mortgage
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operations had outstanding short-term Master Commitments with 136 and 156 sellers, respectively, to purchase
mortgages in the aggregate principal amount of $4.1 billion and $2.5 billion, respectively, over periods ranging
from one month to one year, of which $2.3 billion and $1.3 billion, respectively, had been purchased or committed
to be purchased pursuant to rate locks. These rate-locks were made pursuant to Master Commitments, bulk rate-
locks and other negotiated rate-locks. There is no exposure to credit loss in this type of commitment until the loans

are funded, and interest rate risk associated with the short-term commitments is mitigated by the use of forward ... .

contracts to sell loans to investors.

Sellers who have entered into Master Commitments may sell mortgages to the mortgage operations by
executing individual, bulk or other rate-locks, or "rate-lock." Each rate-lock, in conjunction with the related
Master Commitment, specifies the terms of the related sale, including the quantity and price of the mortgages or
the formula by which the price will be determined, the rate-lock type and the delivery requirements, Historically,
the up-front fee paid by a seller to obtain a Master Comnmitment on a mandatory delivery basis is often refunded
pro rata as the seller delivers loans pursuant to rate-locks. We retain any remaining fee after the Master
Commitment expires.

Following the issuance of a specific rate-lock the mortgage operations is subject to the risk of interest rate
fluctuations and enters into hedging transactions to diminish such risk. Hedging transactions may include
mandatory or optional forward sales of mortgages or mortgage-backed securities, interest rate caps, floors and
swaps, mandatory forward sales, mandatory or optional sales of futures, and other financial futures transactions.
The nature and quantity of hedging transactions are determined by the management based on various factors,
including market conditions and the expected volume of mortgage purchases.

Bulk and Other Rate-Locks. The mortgage operations also acquire mortgages from sellers that are not
purchased pursuant to Master Commitments. These purchases may be made on an individual rate-lock basis. Bulk
rate-locks obligate the seller to sell and the mortgage operations to purchase a specific group of mortgages,
generally ranging from $500,000 to $125 million in aggregate committed principal amount, at set prices on
specific dates. Bulk rate-locks enable the mortgage operations to acquire substantial quantities of mortgages on a
more immediate basis. The specific pricing, delivery and program requirements of these purchases are determined
by negotiation between the parties but are generally in accordance with the provisions of our seller/servicer guide.
Due to the active presence of investment banks and other substantial investors in this area, bulk pricing is
extremely competitive. Mortgages are also purchased from individual sellers, typically smaller originators of
mortgages, who do not wish to sell pursuant to either a Master Commitment or bulk rate-lock. The terms of these
individual purchases are based primarily on our seller/servicer guide and standard pricing provisions.

Mandatory, Best-Efforts and Optional Rate-Locks. Mandatory rate-locks require the seller to deliver a
specified quantity of mortgages over a specified period of time regardless of whether the mortgages are actually
originated by the seller or whether circumstances beyond the seller’s control prevent delivery. The mortgage
operations are required to purchase all mortgages covered by the rate-lock at prices established at the time of rate-
lock. If the seller is unable to deliver the specified mortgages, it may instead deliver comparable mortgages
approved by the mortgage operations within the specified delivery time. Failure to deliver the specified mortgages

or acceptable substitute mortgages under a mandatory rate-lock obligates the seller to pay a penalty. In confrast,
mortgages sold on a best efforts basis must be delivered to the mortgage operations only if they are actually
-originated by the seller. The best-efforts rate-lock provides sellers with an effective way to sell mortgages during
the origination process without any penalty for failure to deliver. Optional rate-locks give the seller the option to

deliver mortgages to us at a fixed price on a future date and require the payment of up-front fees. The mortgage

.. operations retain any up-front fees paid in connection with optional rate-locks if the mortgages are not delivered.
'3.:’ b

1 Sale of Mortgages and Servicing Rights

1 ;In the ordinary course of business, the mortgage operations are exposed to liability under representations and

,,'arrantles ‘made to purchasers and insurers of mortgages and the purchasers of servicing rights. Under certain
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circumstances, the mortgage operations are required to repurchase mortgages if there has been a breach of
representations or warranties. In the opinion of management, the potential exposure related to these representations
and warranties will not have a material adverse effect on financial condition and results of operations. As of
December 31, 2002 and 2001 included in other liabilities are $1.8 million and $2.3 million, respectively, in
allowances for repurchases related to possible off-balance sheet recourse and repurchase agreement provisions.

Lease Committments

TFC has entered in premise operating leases With minimum rental commitments under non-cancelable leases
of $727,000 through 2005. ‘ 7

Legal Proceedings

On September 1, 2000, a complaint captioned Michael P. and Shellie Gilmor v. Preferred Credit Corporation
and Impac Funding Corporation, et al. was filed in the Circuit Court for Clay County, Missouri, Case No. CV100-
4263-CC, as a purported class action lawsuit alleging that the defendants violated Missouri’s Second Loans Act
and Merchandising Practices Act. In July 2001, the Missouri complaint was amended to include IMH and other
Impac-related entities. A plaintiffs class was certified on January 2, 2003. Plaintiffs have also filed a motion to
certify a defendant class, which motion will be held in abeyance pending resolution by the Missouri Supreme
Court of certain issues relating to the applicable statute of limitations. On August 2, 2001, a complaint captioned
Frazier, et al. v. Preferred Credit, et al., was filed in the Circuit Court of Tennessee for the Thirtieth Judicial
District at Memphis, Case No. CT004762-01. This case was subsequently removed to federal court, Case No. 01-
2714 (W.D. Tenn). This was also stated as a purported class action lawsuit alleging violations of Tennessee’s
usury statute and Consumer Protection Act. On July 31, 2002, the matter was dismissed and plaintiffs then filed a
motion for reconsideration of the ruling. Plaintiffs’ motion was denied in its entirety by order dated March 7,
2003. This case is currently dismissed as to all defendants. On August 8, 2001, a complaint captioned Mattie L.
Street v. PSB Lending Corp., et al., was filed in the Circuit Court of Tennessee for the Thirtieth Judicial District at
Memphis, Case No. CT004888-01. This case was subsequently removed to federal court, Case No. 01-2751
(W.D. Tenn.). The Street action was also stated as a purported class action lawsuit alleging violations of
Tennessee’s usury statute and Consumer Protection Act. On July 31, 2002, the matter was dismissed and plaintiffs
then filed a motion for reconsideration. Plaintiffs’ motion was denied in its entirety by order dated March 6, 2003.
This case is currently dismissed as to all defendants. On October 2, 2001, a complaint-captioned Deborah Searcy,
Shirley Walker, et al. vs. Impac Funding Corporation, Impac Mortgage Holdings, Inc. et al. was filed in the Wayne
County Circuit Court, State of Michigan, as a purported class action lawsuit alleging that the defendants violated
Michigan’s Secondary Mortgage Loan Act, Credit Reform Act and Consumer Protection Act. In February 2003,
the Court granted a motion to accept for filing an amended complaint adding certain defendants, including an
Impac-related entity, and dropping others, including certain Impac-related entities. Service of the amended
complaint has not yet occurred. On October 10, 2001, a complaint captioned Hayes v Impac Funding Corporation,
et al. was filed in the Circuit Court of Vanderburgh County, Indiana as Case No. 82C01-0110-CP580. This was
stated as a purported class action lawsuit alleging a violation of the Indiana Uniform Consumer Credit Code when
the loans were originated. This matter was dismissed and the plaintiffs have noticed an appeal to the Indiana Court
of Appeals. This appeal remains pending. On November 30, 2001, a complaint captioned Garry Lee Skinner and
Judy Cooper Skinner, et al. v. Preferred Credit, et al. was filed in the Superior Court of Durham County, North
Carolina as Case No. 1CV-05596. This is stated as a purported class action alleging a violation of the North
Carolina Interest Statutes and Unfair and Deceptive Trade Practices Act when the secondary mortgage loans were
originated by the defendants. A motion to dismiss the complaint has been filed. This motion remains pending.

, All of the purported class action lawsuits are similar in nature in that they allege that the mortgage loan

originators ,violated the respective state’s statutes by charging excessive fees and costs when making second
mortgage loans on residential real estate. The complaints allege that IFC was a purchaser, and is a holder, along
:with: other Impac-related entities, of second mortgage loans originated by other lenders. The plaintiffs in the
- lawsjuits are seeking damages that include disgorgement, restitution, rescission, actual damages, statutory damages,
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exemplary damages, pre-judgement interest and punitive damages. No material amount of damages are specified
in the complaints.

The mortgage operations believes that it has meritorious defenses to the above claims and intends to defend
these claims vigorously. Nevertheless, litigation is uncertain and the mongage operatlons may not prevaxl in the
. lawsuits.and can express_no:opinion as.to.its ultimate.outcome. . . . - R S

The mortgage operations are a party to litigation and claims, which are normal in the course of its operations.
While the results of such other litigation and claims canriot be predicted with certainty, management believes the
final outcome of such other matters will not have a material adverse effect on the financial condition or operating
results.

Note M—Retained Interests in Securitizations

During the years ended December 31, 2002 and 2001 the mortgage operations sold $600.0 million and $1.7
billion of mortgages through the issuance of REMIC securitizations. The mortgage operations sold to third party
investors all mortgage-backed securities and MSRs created from REMICs at the time of securitization. However,
the mortgage operations retained master servicing fees on all securitizations by virtue of its responsibilities as
master servicer. The mortgage operations generally earns 0.03% per annum on the declining principal balance of
loans master serviced. The value of master servicing fees is subject to prepayment and interest rate risks on the
transferred financial assets. The retained interest in master servicing fees is included in mortgage servicing rights
on the balance sheet. During the years ended December 31, 2002 and 2001 the fair value assigned to the retained
interest in master servicing fees at the date of securitization was $4.6 million and $2.9 million, respectively.
Management uses certain assumptions and estimates in determining the fair value allocated to the retained interest
at the time of initial sale and each subsequent sale in accordance with SFAS 140. These assumptions and estimates
include projections for mortgage prepayment rates and discount rates commensurate with the risks involved and
are reviewed periodically by management. If these assumptions change, the related asset and income would be
affected. As of December 31, 2002 and 2001 the carrying amount and estimated fair value of MSRs was $8.3
million and $8.5 million, respectively. As of December 31, 2002 and 2001 the mortgage operations had $495.9
million and $174.2 million, respectively, of mortgages held-for-sale, which were available for securitization.

Note N—Quarterly Financial Data (unaudited) -

Selected quarterly financial data for 2002 for the periods indicated follows (in thousands):

For the Three Months Ended,
December 31, September 30, June 30, March 3],

Net Interest iNCOME ....ovevreeerereereeerenrereeeieteseseesseeens e $ 2,506 $ 2,081 § 2010 $ 1,671
NOD-INtETeSt INCOME ....ereeceereeeerrecearesrveseeesensseseeraererssnones 21,084 13,192 19,529 17,536
Non-interest expense, including income taxes................... 19,290 12,490 16,031 14,552
NEL CAMMINGS ...ooveererevereireeeereeseerereererecresesstsessasn e sessereseranes 4,300 2,783 5,508 4,655

Selected quarterly financial data for 2001 for the indicated periods follows (in thousands):

For the Three Months Ended,
December 31, September 30, June 30, March 31,

-+ Net INterest iNCOME ......ccveeirevecrerrresererireeraseaeseessareeesarenns $ 1,597 § 940 $ 479 § 294

ST INOD-INtErest iNCOME ..o...eevviciererenrreiresereereraeseerestsereeseesens 18,518 13,140 13,709 8,727

: iNon-interest expense, including income taxes and
cumulatlve effect of change in accounting principle...... 17,029 10,991 10,639 . 7,723
...................................................................... 3,086 3,089 3,549 1,298
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IMPAC FUNDING CORPORATION AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note O—Allowance for Repurchases

Activity for allowance for repurchases was as follows:

For.the year ended December 31,

S : g 202 — 200~ — 2000~ -
- (in thousands)
Beginning balance.........coecoevcimnvreervcnrnvnrerennenns Shrerererere ettt saeresrenerrnaerenas 2332 $ 300 $ 592
Provision for loan losses 2,806 3,498 - 371
L0SS ON TEPUICHASES ...cvvvrirticceerrer et retnsss e stsesses v abe s e seasnssnenntesssesenen (3,377 (1,466) (663)
Ending balance .......c.o.ceeoereeicicnnnivrres s s ssssss e seese et eresnnen 1,761 $§ 2332 3 300
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